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NEW COMBINED PAYROLL 


WITHHOLDING TABLES 


For new law—effective January 1, 1959 


Cut your payroll bookkeeping tu hal! 


THE NEW social security law increasing benefits also increased the amount you must withhold from your employees’ 
? . 

pay. This makes all previous withholding tables obsolete. You must now recalculate withholding deductions for 

every employee. These new tables make this work easy for you. 


Combined withholding tables enable you to cut in half the work of determining the amount to be withheld 
from each pay check. One employer with 10,000 employees saved over 500,000 entries last year through the 
use of these combined tables. 


These tables were prepared by the tax department of McKesson & Robbins, Inc., under the direction of Peter Dirr, 
who is also editor of the Payroll Taxation department of THe JouRNAL oF Taxation. The format has been tested 
in actual use during the past two years—the only change now is in the insertion of the new figures to give effect to 
the new law. 


Tables are printed on heavy ledger paper, page size 814 x 11 inches. There are five separate tables, one for 
each of the following pay periods: weekly, bi-weekly, semi-monthly, monthly, and daily and miscellaneous. Each 
table consists of four pages. 


Complete sets of tables for all five pay periods (5 tables, 20 pages, plus instructions) in heavy envelope, sells for 
$2. Individual tables for any pay period are 50¢. Quantity discounts are: on $10 order, 10%; on $11 to $25 order, 
20%; order of $26 or over, 25%. Minimum order: $2. 

Recommended practice, based on experience, is to provide each person making up payrolls with a table for each 
of the pay periods he works with. 


Tables may be ordered now. Shipment will be made before December 15, in plenty of time to start using them 
when the new law goes into effect on January 1, 1959. 


USE THIS COUPON TO ORDER YOUR NEW PAYROLL WITHHOLDING TABLES . 


To: The Journal of Taxation, Inc. 


147 East 50th Street, New York 22 


Please send me the New Combined Payroll Withholding Tables | have ......... copies, complete sets of tables 

indicated at the right. for all 5 pay periods, $2. 
eee bill company seeeeeee Dill me sso check enclosed ses weekly tables, 50c ea. 
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Subchapter S: Semantic and procedural 


traps in its use; analysis of dangers 


by SIDNEY I. ROBERTS & HERBERT H. ALPERT 


Provision in the new law permitting certain corporations to avoid corporate tax 


is deceptively simple at first blush. But the rules permitting use of this tax-saving 


procedure draw heavily on other 


and interpretation to determine eligibility, ¢ 


sections of the Code and on unrelated case law 


electing and termination of Subchapter 


S corporations. This article gives the professional tax man a good deal to think 


about before he advises his clients to elect. 


And the article is an excellent example 


of how professional advice can keep the taxpayer out of the traps. The present 


article is not intended to be comprehensive; it grew out of Mr. Roberts’ experience 


in speaking on the subject at the Practicing Law Institute, The Pennsylvania In- 


stitute of CPAs, and the Tax Executives Institute (Syracuse Chapter). 


Senta S, which crept through the 
Senate door into the Technical 
Amendments Act of 1958, has probably 
evoked more interest than any other pro- 
vision of that Act. Its purpose may have 
been to permit a small corporation to 
be taxed as a partnership. Yet it is not 
limited to small corporations and some 
small corporations can never qualify. 
Moreover, its scheme of taxation differs 
quite markedly from the taxation of 
partnerships. 

At the outset, it would be helpful to 
illustrate a few situations in which the 
new Subchapter S might produce favor- 
able results. 

Illustration 1.—The first illustration is 
probably close to the typical situation to 
which it was intended that Subchapter 
S apply. 

A, B and C are equal stockholders of 
M Corporation, a general contractor in 
the building industry, incorporated be- 
cause of fear of contingent liabilities 
from the business. The total annual in- 
come of the corporation before officers’ 
salaries has been $100,000. In the past, 
A, B and C have been drawing $25,000 
each as officers’ salaries, but no dividends 
have been declared. A sufficient working 
capital has been built up so that A, B 


and C would now like to draw down 
the entire annual profit. 

Without Subchapter S, M Corporation 
would be taxed at 30% on its taxable 
income of $25,000, and the balance after 
taxes would be subject to a second tax 
in the hands of the stockholders (sub- 
ject, of course, to the $50 dividend exclu- 
sion and the 4% dividend credit). If the 
officers’ salaries were increased, there 
would always be the risk of disallow- 
ance of a portion thereof as excessive, 
especially if the salaries fluctuated with 
corporate income from year to year. On 
the other hand, application of Sub- 
chapter S would permit the entire cor- 
porate income to be distributed with 
no tax at the corporate level. 

Illustration 2._Now take the case of 
C. D and E, who are equal partners in a 
business identical with that of M Corpo- 
ration. The partners have raised the 
issue that their employees have a pen- 
sion plan, a sick pay plan, free reim- 
bursement of medical expenses, group 
life insurance and accident and health 
insurance, but they as partners are in- 
eligible under the pension plan and 
obtain no tax advantage from the other 
benefits. 

With Subchapter S, the partnership 


can incorporate, qualify the partners as 
employees under the pension plan and 
remain taxable in much the same man- 
ner aS a partnership on the corporate 
income after deducting the contribution 
to the pension trust. 

Illustration 3.—This situation  illus- 
trates the “one-shot” use of Subchapter 

N Corporation is engaged in a mer- 
cantile operation and has the follow- 
ing balance sheet: 


Fair 
Tax Market 
Assets Basis Value 


Operating Assets . $425,000 $420,000 
Land & Building, net of 








depreciation 100,000 225,000 
Total oe $525,000 $645,000 
Liabilities ‘ 
Operating Liabilities ... $200,000 
Common Stock <i 35,000 
Earned Surplus 290,000 

Total $525,000 


N Corporation’s taxable income after 
officers’ salaries of $40,000, but before 
Federal income taxes, has been running 
at about $25,000 per year. An offer has 
been received to purchase the land and 
buildings for $225,000 in cash, subject to 
a leaseback. 

If the corporation sold the real estate, 
it would pay a capital gains tax of 25%. 
But the stockholders could not get the 
proceeds of the sale in their individual 
pockets without paying an ordinary in- 
come tax on the dividend. However, 
under Subchapter S, the stockholders pay 
the same capital gains tax that the cor- 
poration would, but the money is in 
their hands with no second tax. True, 
they have to pay ordinary income tax on 
the additional $25,000 that, but for the 
election under Subchapter S, would have 
been taxed to the corporation at only 
30%. However, this opportunity to by- 
pass the corporation in a capital-gains 
situation may present the one chance 
in a corporate lifetime to get out of the 
corporation a substantial sum of money 
without incurring an additional tax cost. 

Illustration 4.—In a fourth situation, 
F and G are builders and operators of 
apartment houses. Their practice is to 
build each apartment house in a sepa- 
rate corporation. The corporation gen- 
erally does its own construction, which 
takes almost two years. They have sub- 
stantial personal income. 

If Subchapter S is applicable, at 
least for the first year of construction, 
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the interest and taxes may be deducted 
by the stockholders against their per- 
sonal income, just as if they held the 
property individually. 

The provisions of Subchapter S, which 
are elective, are available for the first 
time with respect to a corporation’s fiscal 
year which begins after December 31, 
1957, and ends after September 2, 1958. 
However, only a “small business corpo- 
ration” may make the election, and then 
the election is effective only if certain 
conditions as to the character of its in- 
come are met. 


Eligibility for election 

“Small Business Corporations.” Under 
Section 1372, Subchapter S treatment is 
available to an electing “small business 
corporation” unless its income is of a 
proscribed character. A “small business 
corporation” is defined in Section 1371 
as (1) a domestic corporation, (2) not 
a member of an affiliated group, (3) 
which has fewer than 11 shareholders, 
(4) each of whom is either an estate, a 
citizen or a resident individual, and 
(5) which has only one class of stock. 

The corporation must be a domestic 
corporation. Under Section 7701(a)(4), 
the term “domestic corporation” means 
a corporation “created or organized in 
the United States or under the law of 
the United States or of any state or 
territory.” Thus, any corporation or- 
ganized under the laws of a foreign na- 
tion or under the laws of a possession 
of the United States is disqualified, even 
though it is engaged in trade or busi- 
ness in the United States. 

In view of the definitions of “corpora- 
tion,” “stock” and “shareholder” in Sec- 
tions 7701(a)(3),(7) and (8), respectively, 
an association taxable as a corporation 
should qualify as a “small business cor- 
poration.” 

The corporation cannot be a member 
of an affiliated group as defined in Sec- 
tion 1504. Members of an affiliated group 
are those “includible corporations” 
which are permitted to file consolidated 
returns, whether or not consolidated re- 
turns are, in fact, filed. As the result of 
an amendment to Section 1504(b)_ made 
by the 1958 Act, an elécting small: busi- 
ness corporation is not an “includible 
corporation.” The effect of these sec- 
tions is that, as Jong as a corporation is 
a member of an affiliated group, it is in- 
eligible to make an election under Sub- 
chapter S. On the other hand, “once a 
corporation makes a valid eléction; it 
cannot later become a member of an 
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afhliated group so long as the election 
is in effect. By virtue of the election in 
the first year, the corporation is not an 
“includible corporation” and hence can- 
not participate in a consolidated return 
in the subsequent year. Accordingly, it 
is not disqualified in such subsequent 
year. 

A corporation can qualify under this 
requirement even if it holds all the 
stock of a foreign subsidiary or of a 
domestic corporation entitled to the 
benefits of Section 931 (deriving a sub- 
stantial portion of its income from a 
trade or business in a possession of the 
United States) because neither subsidiary 
is an “includible corporation” as defined 
in Section 1504. 

The following situations may serve to 

illustrate the foregoing rules: 
1.—P, a manufacturing 
corporation, owns all the stock of S, 
its domestic selling corporation. P can- 
not elect to have Subchapter S apply. 

Illustration 2.—P owns no subsidiary 


Illustration 


in 1958 and makes a valid election for 
that year. In 1959 it acquires S. The 
election does not terminate as a result 
of such acquisition. Under Section 1504 
(b)(8), P is not an includible corporation 
and is, therefore, not eligible to file a 
consolidated return with S. 

Illustration 3.—Suppose in Illustration 
2, S acquires Corporation R, a wholly- 
owned domestic retail subsidiary. § and 
R may file consolidated returns. 

Illustration 4.—However, suppose in 
Illustration 3, P (instead of S) acquires 
R. S and R may not file consolidated re- 
turns because they are not connected 
through a common parent which is an 
includible corporation. 

The electing corporation must have 
fewer than 11 shareholders. The problem 
lurking in the requirement that the 
electing corporation must have fewer 
than 11 shareholders is the determina- 
tion of who is to be treated as a “share- 
holder.” For example, suppose stock is 
held by husband and wife (a) as tenants 
in common, (b) as joint tenants, or (c) 
property. How many 
“shareholders” are, there? According to 
the Service, there are two in each case.14 

In many cases, the legal title to the 
stock may be in a nominee or agent. It 
seems clear that these persons will be 
disregarded and the principal will be 
treated as the “shareholder.” A similar 
result applies in the case of custodians 
under state statutes dealing with gifts 
of securities for minors. Suppose, for ex- 
ample, that X, who is one of 10 share- 


as community 


[Mr. Roberts, an attorney and CPA, is 
partner in the New York law firm of 
Roberts & Holland. He is one of the 
editors of The Journal of Taxation. Mr. 
Alpert, also a lawyer, is associated with 
the same firm.] 





holders of a corporation which does not 
include Y, his minor child, transfers 
some of his stock to himself as custodian 
for Y. The corporation would no longer 
qualify for the election since the minor 
is treated as a separate shareholder.? 

All shareholders must be citizens, resi- 
dent individuals or estates. The election 
is not available to a corporation in 
which any shareholder is a non-resident 
alien. 

However, it is not clear 
whether a corporation having as a share- 


entirely 


holder the estate of a non-resident alien 
would qualify.® 

If any of the outstanding? stock is 
held by a corporation, a partnership or 
a trust, the corporation is disqualified 
from making an election. 

Several questions may arise as to 
when stock is considered to be held 
by a trust. If a voting trust is in exist- 
ence, the holders of the voting trust cer- 
tificates will presumably be regarded as 
the “shareholders” for purposes of Sub- 
chapter S. A voting trust is not generally 
considered a trust for tax purposes. At 
least the recognized the 
holders of voting trust certificates to be 


cases have 
shareholders for purposes of the provi- 
sions dealing with tax-free exchanges.5 

It has been previously concluded that, 
in determining the number of share- 
holders, stock held by a custodian for a 
minor under a state statute dealing with 
gifts of securities to minors will be con- 
sidered as owned by the minor. One of 
the principles underlying this conclu- 
sion was that, although the custodian 
may be described as having “powers in 
trust” over the stock, he is not a trus- 
tee.5a Support for this may be found in 
Rev. Rul. 56-484,6 which held that the 
custodian was taxable on the income 
from such stock under Section 61 and 
not under Section 677. Section 671 would 


1 The absence of any policy reason for this dis- 
tinction suggests that the result was caused by 
an error in draftsmanship. 

1a TIR 113 (Nov. 26, 1958). 

2 Ibid. 

® Compare Section 1371(a) (2) with Section 1371 
(a) (3). The question which remains to be re- 
solved is whether an estate of a non-resident 
alien is a “‘non-resident alien” within the mean- 
ing of paragraph (3). aM. 4 
‘It is clear that authorized but unissued ‘stock 
or treasury stock “held” by the :corporation 
would not disaualify. (TIR 113, supra). 

5 National Bellas Hess, Inc., 220° F.2d 415, re- 
hearing denied, 225 F.2d 340 (8th Cir. 1955). 

5a TIR 113, supra. 

® 1956-2 Cum. Bull. 23. 
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FIGURE 1 





FORM 2553 


SEPTEMBER 1988 
U. 5. TREASURY DEPARTMENT 
INTERNAL REVENUE SERVICE 





ELECTION BY SMALL BUSINESS CORPORATION 


As te texable stotus under subchapter $ 
of the Interne! Revenue Code 








NOTE: This election under section 1372(a) (with the 
nsent of all your stockholders) to be treated as a 
‘small business corporation’’ for income tax purposes 
ty be made only if the corporation is a domestic corpo- 
ion which is not a member of an affiliated group (as 





defined in section 1504) and which does not have 
(1) more thon 10 shareholders; (2) a shareholder (other 
than an estate) who is not an individual; (3) a share- 
holder who is a nonresident alien; and (4) more than one 
class of stock. 





Name of corporation 








umber and street 


ity rt >wn, postal zone number, county, State 








Date submitted 










































































First taxable year for which | Place incorporated Bate Incorporated Number of shares Tesued and 

lection is effective | outstanding 

| 
is the corporation the oul- | 1! "Yes", state name of pr » type of and the period during which it was in 
growth of continuation of any | existence 
form of predecessor? 
Dives (C)n0 
Principal business activity (see instruction F) om 
Number Internal Revenve District 
Nome ond oddress of each shareholder el chases wheve talbreaedl @ ie filed 
1 
Senicaintain —— 
i] 
os ~~ = _ 
4 
é 
a = ee = = 
l 
NOTE: In order for this election to be valid, the consent statement of each 


stockholder must be submitted with this form. See instruction E. 





SIGNATURE AND VERIFICATION 


clare under penalties of perjury that this election is duly authorized, and that the statements made herein 
are to the best of my knowledge and belief true, correct, and complete statements. 
(Date) (Signature of officer) (Title) 














preclude such treatment if the stock 
were held by a trust. 

Carrying the situation one step fur- 
ther, suppose that X transfers stock in 
trust for Y, his minor child, under cir- 
cumstances in which X is treated as sub- 
stantial owner of the corpus, for exam- 
ple, if he retains a complete power to 
revoke the trust. Can the trust be disre- 
garded and X treated as the “share- 
holder?” At least in such case, it may 
be arguable that the trust should be 
ignored for Subchapter S.7 

There must be only one class of stock. 
The requirement that there must be 
only one class of stock applies only to 
outstanding stock, so that authorized but 
unissued stock or treasury stock would 
not disqualify the corporation.7@ An 
analogous requirement contained in Sec- 
tion 368(c), which demands the owner- 
ship of at least 80% of the “total num- 
ber of shares of all other classes of stock 
of the corporation,” has been so inter- 


preted in a District Court decision.® 

The limitation to one class of stock 
will make it more difficult for share- 
holders to allocate voting power among 
different factions. The Service has miti- 
gated the problem to some extent by 
ruling that a corporation with two 
classes of stock entirely identical except 
that each class is entitled to elect half 
the directors will qualify to make an 
election.8@ However, it is problematic 
whether or not the same result would 
follow if one class were entitled to elect 
three directors and the other only two. 
Such an allocation of voting power 
among different factions might be ac- 
complished in a particular situation, 
without disqualifying the corporation, 
by the use of one class of stock with 
equal but cumulative voting. 

Problems may also arise in connection 
with the maintenance of voting control, 
for example, by a father if most of the 
shares of stock are held by his wife and 


children. The use of non-voting and 
voting common stock in such a case 
would disqualify the corporation.? Vot- 
ing trusts or irrevocable proxies may 
help to solve this problem. However, it 
is possible that the Commissioner may 
view the issuance of one class of stock 
and the creation of a voting trust as a 
single step equivalent to the issuance of 
more than one class of stock. 

In determining whether there is more 
than one class of stock outstanding, the 
recurring problem of “thin capitaliza- 
tion” may find a new significance. If a 
corporation’s “debt” to its stockholders 
is treated as stock because of inadequate 
capitalization or other reasons,!° will it 
be deemed to be of the same class as the 
actual stock outstanding? It is possible 
that the so-called “debt” will be treated 
as preferred stock for purposes of Sub- 
chapter S, thereby disqualifying the 
corporation from making an election. 


Limitations based upon income 


Although a “small business corpora- 
tion,” as defined above, makes a proper 
election, it still may not be entitled to 
Subchapter S treatment. It must first 
meet the requirement of Sections 1372 
(e)(3) and (4), which place limitations 
upon the percentage of gross receipts 
an electing corporation can receive from 
foreign sources and from certain items 
of income described as “personal holding 
company income.” 

The percentage limitations are based 
upon gross receipts. The statute uses a 
gross receipts test, rather than a gross in- 
come test. The most probable explana- 
tion for this is that a gross income test 
might disqualify an operating company 
which had a _ particularly bad _ year. 
Under the gross receipts test, a corpora- 
tion with a small amount of income 
from forbidden sources and an active 
business that produces a gross loss in a 
particular year may still qualify. 


7™Cf. Rev. Rul. 57-31, 1957-1 Cum. Bull. 171, in 
which it was held that, upon the death of the 
grantor, an inter vivos revocable trust became a 
separate taxpayer and could select any taxable 
period without the Commissioner’s consent. Note, 
however, that this issue is distinguishable from 
the problem raised in the text. The trust could 
choose any taxable year upon the grantor’s death 
because, until that time, it was not a “taxpayer.” 
This is not to say that the trust was not treated 
as actually owning the corpus. 

7a TIR 113, supra. 

® Louangel Holding Corp., 9 F. Supp. 550 (SD 
N.Y. 1934). 

Se TIR 113, supra. 

® Ibid. Cf. IT 2585, XI-1 Cum. Bull. 182, in which 
for purposes of the “wash sales’’ provisions, 
stocks, identical in all respects except that one 
is voting and the other is non-voting, were held 
to be not “substantially identical.” A fortiori, it 
would seem that these stocks would not be of 
the same class. 

10 See Bittker, “Thin Capitalization: Some Cur- 
rent Questions,” 34 Taxes 830 (1956); Note, 
“Thin Capitalization and Tax Avoidance,” 55 
CoLum. L. Rev. 1054 (1955). 
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Below are examples of the computa- 
tion of gross receipts in various types of 
transactions: 


Illustration 1—Sales of Merchandise1 


Rie OR et se ua. ore $90,000 
Cost of Goods Sold ......... 60,000 
Gross Income .......... $30,000 


Gross receipts in this example would 
be $90,000. 


Illustration 2—Sale of real property 


Selling price of $100,000, payable as 
follows: 
Taken subject to existing 
mortgage $ 60,000 
Purchase money mortgage 
(fair market value $10,000) 15,000 
Cash oa: 25,000 
Total selling price $100,000 
If the entire gain is reported in the 
year of sale under the “deferred pay- 
ment” method, the purchase money 
mortgage is included in the selling price 
at its fair market value, $10,000: In‘such 
case, gross receipts would seem to be 
$95,000. On the other hand, if the tax- 
payer elects the installment method of 
accounting, the purchase money mort- 
gage enters into the computation at its 
face value, $15,000, but only a pro 
rata portion of the gross receipts should 
be taken into account each year. For 
example, if the taxpayer’s basis for the 
property in the above illustration was 
$70,000, he would report a gain of only 
$18,750 in the year of sale, i.e., Cash 
($25,000) divided by Contract Price 
($25,000 plus 15,000) times Entire Profit 
on Sale ($30,000). Similiarly, it would 
seem that $62,500, i.e., Cash ($25,000) 
divided by Contract Price ($40,000) times 
Entire Gross Receipts on Sales $100,- 
000), should be included in gross re- 
ceipts for the taxable year for purposes 
of Subchapter S. 


Illustration 3—Sales of stocks and 
securities 


Security Security 


A B Total 
Selling price $100 $100 $200 
Basis ae 90 105 195 


Gain or (loss). $10 ($ 5) $ 5 











In the above example, the amount 
of gross receipts may depend upon 
whether we are concerned with the 


te 
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limitation on foreign income (Section 
1375(e)(4)) or on personal holding-com- 
pany-type income (Section 1375(e)(5)). 
For purposes of the “foreign” limitation, 
the amount of gross receipts would ap- 
pear to be $200. For purposes of Section 
1375(e)(5), however, the amount of gross 
receipts ought to be only $10. Section 
1375(e)(5) provides that, in determining 
whether an electing small business cor- 
poration meets the percentage limitation 
on personal holding-company-type in- 
come, gross receipts from the sales of 
securities shall be taken into account 
only to the extent of gains therefrom.12 
Although one dubious decision under 
the 1939 Code may suggest that gain 
transactions and loss transactions be 
“netted,”13 a comparison of Section 1375 
(e)(5) with Section 543(b)(1), which spe- 
cifically provides for “netting” in the 
determination of personal holding com- 
pany gross income, indicates that a con- 
trary result was intended,!* and that the 
sale of securities at a loss would be 
ignored for the purpose of Subchapter 

The amount of gross receipts from a 
particular transaction will often depend 
on the taxpayer’s method of accounting. 
For example, if an accrual-basis taxpayer 
makes a sale for $15,000, only $5,000 of 
which is received in the current year, the 
entire selling price would be included in 
gross receipts in the current year. But 
if the taxpayer were on a cash basis and 
received only an unsecured promise of 
the buyer for the balance of the pur- 
chase price, apparently only $5,000 
would be included in gross receipts for 
the current year. 

In view of the probable reason for us- 
ing a gross receipts test instead of a 
gross income test, it seems likely that 
gross receipts would not include the 
proceeds from a transaction which would 
not enter the computation of gross in- 
come. Thus, the repayment of a loan 
would clearly be excluded. Similarly, it 
seems likely that tax-exempt income 
such as life insurance proceeds and in- 
terest on municipal bonds would be ex- 
cluded. 

More than 80% of the corporation’s 
gross receipts cannot be derived from 
foreign sources. The reasons for this 
limitation are open to speculation. The 
draftsman might have thought: the for- 
eign area is too complicated; why not 
eliminate any corporation with substan- 
tial foreign income. Another possible ex- 
planation revolves around Section 861 
(a)(2)(A), which provides that a divi- 


dend from a United States corporation 
deriving 80% or more of its gross in- 
come from foreign sources is deemed to 
be from foreign sources. Under Section 
1373(b), the income of an electing small 
business corporation included in the 
shareholder’s gross income is treated as 
“an amount distributed as a dividend.” 
Accordingly, the shareholders would 
have income from foreign sources which 
would enter into the numerator of the 
foreign tax credit under Section 904(a). 
Assuming that the draftsman really went 
through this tortuous statutory path, he 
may well have felt that the possibility 
should be eliminated because it might 
lead to complications. 

A third possibility is that Subchapter 
S treatment was not intended to apply 
to corporations entitled to the benefits 
of Section 921 (Western Hemisphere 
Trade Corporations) or Section 931 (in- 
come from United States possessions). 
While ordinarily such corporations 
would not want to elect under Sub- 
chapter S, it may have been the thought, 
particularly in the case of losses of Sec- 
tion 931 corporations, that they should 
not have the advantages of these special 
provisions when operations were profit- 
able and be in a position to have their 
shareholders claim a loss when opera- 
tions were unprofitable. 

The limitation on gross receipts from 
foreign sources precludes the “battery 
operator” from receiving Subchapter § 
treatment in cases in which title to goods 
shipped by such a corporation passes 
outside the United States. In such cases 
its gross receipts are considered to be 
derived from foreign sources. 

More than 20% of a corporation’s 
gross receipts cannot be derived from 
“Personal holding company income.” 
The items of income to which this re- 
quirement applies are enumerated in 
the statute as royalties, rents, dividends, 
interest annuities and sales or exchanges 
of stock or securities. 

Although the heading of Section 1372 
(e)(5) refers to “personal holding com- 
pany income,” it is apparent that this 
section is not co-extensive with the defi- 
nition of that term in Section 543. For 
example, rental income which is 50% 
or more of a corporation’s gross income 
11 Cf. Proposed Reg. Section 1.165-7(c) (iii). 

12 See also Section 165(g) (3) where similar lan- 
guage is used. 

18 Sicanoff Vegetable Oil Corp., 251 F.2d 764 (7th 
Cir. 1958). The Sicanoff case stated that Section 
543(b) (1) was intended merely to clarify pre- 
viously existing law. 

“Cf. Morris Investment Corp., 156 F.2d 748 (3rd 
Cir.), cert. denied, 329 U.S. 788 (1946); Jacob 


M. Kaplan, 21 T.C. 134 (1953) (Issue III). Both 
cases involved the predecessor of Section 267. 
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is within Section 1372(e)(5), but does 
not fall within Section 543. Conversely, 
income from commodity transactions. or 
personal service contracts is not within 
Section 1372(e)(5), even though it comes 
within Section 543. Moreover, personal 
holding company status is determined by 
a gross income test and not a gross re- 
ceipts test. Thus, it is possible for a 
personal holding company to qualify 
under Subchapter S. 

Illustration._Suppose a corporation 
has the following income: 


3s 
an) “” 
eM of 
XS aS 
go mS 
Sales of merchandise $16,000 80° 
Cost of goods sold 15,000 
Gross income from 
sales $ 1,000 20% 
Dividends 4,000 80% 20% 





Total Gross Income $ 5,000 100% 100%, 





If the above corporation makes an 
election under Subchapter S, the per- 
sonal holding company tax (as well as 
the accumulated earnings tax) will be 
avoided. 

The unqualified inclusion of rents in 
the enumeration of proscribed types of 
income disqualifies most real estate cor- 
porations from Subchapter S$ treatment. 
Moreover, at first it appeared to create 
problems with respect to hotels, motels 
and similar businesses in which services 
are performed in connection with the 
rental of property. However TIR-113 
has clarified this matter by ruling that 
the income of these businesses will not 
be considered “rent’’ for purposes of 
Subchapter S. In two other areas in- 
volving the determination of rental in- 
come, the Regulations are in accord.15 
This seems to be the proper result. Rent 
is often a passive type of income. In 
the case of hotel or motel operators, 
however, it is the income from an active 
trade or business and should be so 
treated. 

If a small business corporation has 
elected to be taxable under Subchapter 
S, the election is effective until termi- 


15 Reg. Section 1.512(b)-1(c) (2), dealing with 
unrelated business income of exempt organiza- 
tions; Reg. Section 1.402(a)-1(c) (1) (iii), deal- 
ing with net earnings for self-employment tax 
purposes. 

16 See discussion infra, p. 7. 

17 See discussion infra, p. 8. 

17a A possible exception is in the case ofan elec- 
tion made prior to the first day of a taxable year. 
It is arguable that in this case the election may 
be revoked prior to the first day of that year. 
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nated. Under Section 1372(e), a termi- 
nation may occur in several ways. 

If the corporation ceases to be a 
“small business corporation” or fails to 
meet the percentage limitations upon 
the character of income at any time the 
election is in effect, the election termi- 
nates retroactively as of the first day of 
the taxable year. The election will also 
terminate retroactively if during the 
taxable year a person who becomes a 
new shareholder fails to consent to the 
election within the prescribed time.16 
Provision is also made for the revoca- 
tion of an election with the consent of 
all shareholders.17 In this case, the 
termination is effective for the next 
succeeding taxable year of the corpora- 
tion, unless the revocation was made be- 
fore the close of the first month of the 
current taxable year, in which case, the 
revocation is effective for the current tax- 
able year. However, the election cannot 
be revoked (as distinguished 
“terminated’”’) for the first taxable year 
to which it applies.17 

The restriction of the effective date of 
voluntary terminations of an election 
to the subsequent taxable year may 
prove to be ineffective. It seems that a 
shareholder who desires to terminate the 
election could deliberately disqualify the 
corporation. For example, he might sell 
some shares to a new shareholder who 
fails to consent to the election, or he 
might transfer some shares to a second 
corporation of which he is in control. 
Possibly, he might even transfer some 
shares to a short-term trust of which his 
wife is the income beneficiary, at the 
same time reserving to himself the power 
to vote the stock. Provided the transfer 
is not a sham, any of these actions would 
terminate the election retroactively to 
the beginning of the taxable year. In 
view of the statutory language, the Com- 
missioner may be helpless to keep the 
election in effect. Support for this posi- 
tion is found in cases involving non- 
taxable liquidations of 80%-owned sub- 
sidiary corporations under what is now 
Section 332 of the Code. In these cases, 
parent corporations disposed of more 
than 20% of their subsidiaries’ stock so 
that the section would be inapplicable 


from 


18 Granite Trust Co., 238 F.2d 670 (lst Cir. 
1956); Day & Zimmerman, 151 F.2d 517 (3rd 
Cir. 1945); Aveo Mfg. Co., 25 T.C. 975 (1956), 
remanded pursuant to stipulation, 52 AFTR 1212 
(2d Cir. 1957); cf. Service Co., 165 F.2d 75 (8th 
Cir. 1948). But cf. Hunter Mfg. Corp., 21 T.C. 
424 (1953), in which the acquisition of additional 
stock of a subsidiary in order to qualify under 
Section 165(g) was ignored when the stock was 
worthless at the time of acquisition; Rev. Rul. 
56-271, 1956-1 Cum. Bull. 440, in which the Ser- 


to the liquidations of the subsidiaries. 
The courts, accordingly, allowed the 
recognition of a loss.18 However, the liti- 
gated cases indicate that the Commis- 
sioner may not readily concede this 
issue. 

The corporation may also seek to dis- 
qualify itself by issuing a second class 
of stock. If preferred stock is issued as 
a dividend and is held pro rata by the 
common stockholders throughout the 
year, the situation may tempt the Com- 
missioner to litigate by seeking to ignore 
the preferred stock. However, if pre- 
ferred stock is acquired by persons who 
are not common stockholders, the Com- 
missioner will be in a more difficult posi- 
tion because the statute provides no 
machinery for treatment of the corpo- 
rate income attributable to the pre- 
ferred stock. : 

Once an election has been terminated, 
a new election cannot be made without 
the consent of the Secretary or his dele- 
gate for any taxable year prior to the 
sixth taxable year after the termination 
has become effective. For example, if a 
calendar-year corporation for which an 
election was in effect in 1959 revokes its 
election on January 30, 1960, it cannot 
make a new election for any year before 
1965 without first obtaining permission 
from the Commissioner. 

The prohibition against making a new 
election also applies to a “successor 
corporation.” Unfortunately, there is no 
indication as to what this term in- 
cludes.19 

The five-year waiting period would 
apply only in the case of a termination 
of a valid election. Thus it is important 
to determine whether the first election 
was merely invalid, or whether a termi- 
nation occurred. For example, if a cor- 
poration has made a valid election, but 
in the first year the election is in effect 
the percentage limitations on the source 
of income are not met, a termination 
has occurred and the five-year waiting 
period is applicable. 


Procedural aspects?® 


The election under Subchapter S is 
applicable to any year beginning after 
December 31, 1957 and ending after 


vice intimated that the acquisition of a subsid- 
iary by a member of an affiliated group would be 
ignored if the purpose of the acquisition were to 
acquire a right to a new election. 

18 Compare Section 1361(e) which provides that 
an election of an unincorporated business to 
taxed as a corporation is irrevocable with respect 
to “any unincorporated successor to the busi- 
ness.”” 

20 See TD 6317, approved September 22, 1958. 

21 Rev. Rul. 58-516, IRB 1958-42. 
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September 3, 1958. As a general rule, 
the election must be made in the calen- 
dar month before the beginning of the 
fiscal year to which it is to apply or in 
the first calendar month of the ap- 
plicable fiscal year. In the case of a 
newly organized corporation the taxable 
year of which begins after the first day 
of a particular month, the “first calendar 
month” will run from the first day of 
the taxable year to the corresponding 
day in the succeeding month, or in case 
there is none, the last day of the suc- 
ceeding month.?!1 Thus, a corporation 
organized on May 31, 1959, adopting a 
calendar year will be able to make an 
election for its short year ended Decem- 
ber 31, 1959, between May 31, 1959, and 
June 30, 1959. If an election is not made 
at that time, one may be made for the 
taxable year 1960 between December 
1, 1959, and January 31, 1959. 

However, for a corporation the tax- 
able year of which began between Jan- 
uary 1, 1958, and September 2, 1958, and 
ends after September 2, the election 
must have been made by December 1, 
1958, or the close of its taxable year 
whichever was earlier. In this case, the 
corporation must have been “a small 
business corporation” continuously from 
September 2 on. Thus, a calendar-year 
corporation should have elected for the 
calendar year 1958 by December 1, 
1958. The same is true for corporations 
with fiscal years ending January 31, 
1959, to August 31, 1959, inclusive. For 
fiscal years ending September 30, 1959, 
the general rule is applicable and the 
corporation had to elect before the end 
of the first month of the taxable year, 
i.e., by October 31, 1958. 

The election, which is actually that 
of the corporation, is made on Form 
2553 and filed with the District Director. 
Chis must be accompanied by a state- 
ment of consent of the shareholders (see 
Figure 2). In the case of stock held by 
a custodian under a state law dealing 
with gifts of securities to minors, the 
consent must be executed by either the 
minor or his guardian. Apparently the 
consent of the custodian will not suf- 
fice.*1a In addition, the corporation 
must file an annual return,?2 due on 
the usual date.23 For purposes of the 
statute of limitations, the return is 
treated as a normal corporate return. 

Illustration:—Corporation A made an 
election applicable to its fiscal year 
ended January 31, 1960. It filed its re- 
turn on April 15, 1960. X, one of five 
shareholders, is on a calendar-year basis 
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Internal Revenue Code. 


FIGURE 2 


Statement of Shareholders’ Consent to Election under Subchapter S 
(No Official Form) 

Statement of Shareholders’ Consent To Election by Small Business 

Corporation as to its Taxable Status Under Subchapter § of the 


The undersigned hereby consent to the election under §1372(a) of the 
Internal Revenue Code to be treated as a “small business corporation” made 
on the Form 2553 to which this Statement is attached. 

Pursuant to Reg. §18.1-1 (b)(3), the following information is submitted: 

Name and address of corporation: 





The John Taxpayer Corporation 
403 Lexington Avenue 
New York 17, New York 

Shares owned at date of election 





Name and 
Address of 
each shareholder 





Number Date acquired 








John Taxpayer 
673 Park Avenue, 


Total shares 
outstanding 400 
Dated January 29, 1959. 





100 June 20, 1934 ) 


New Yok ay. |) 8 ae er 
Elliot Taxpayer 

673 Park Avenue 

New York 20, N. Y. 150 June 6, 1957 


/s/ John Taxpayer 


/s/ Elliot Taxpayer 








and included his share of the corpora- 
tion’s undistributed taxable income for 
the year ended January 31, 1960, in his 
individual return for the calendar year 
1960. On July 25, 1963, X learns that 
one of the other four shareholders was 
merely a nominee for a non-resident 
alien so that the corporation has never 
qualified as a “small business corpo- 
ration.” Accordingly, he claims a refund 
for his calendar year 1960. 

X is entitled to a refund since the 
statute of limitations has not yet run 
against him. However, the statute may 
have already run against the corpora- 
tion. Thus, no tax will have been col- 
lected with respect to the corporation’s 
fiscal year ended January 31, 1960. This 
is a problem that the Commissioner may 
seek to overcome by some procedural 
device. 

There are two types of new share- 
holders: (1) a person becoming a share- 
holder after the election was made, but 
before the first day of the first taxable 
year for which it is in effect, and (2) 
2ia TIR 113, supra. Apparently, the consent of 
the custodian alone would be insufficient because 
he is in effect a guardian over specific prop- 
erty only. , 

22 Section 6037. 
*8 Reg. Section 18.1(e) (TD 6317). 
% See supra, p. 


*3 Reg. Section 18-1-1(b) (3) (TD 6317). 
*6 Reg. Section 18.1-1(c) (TD 6317). 


a person becoming a shareholder after 
the first day of a taxable year for which 
an election is in effect. The first relates 
to the validity of the initial election 
and the second relates to the termina- 
tion of a valid election.?4 

A person who becomes a shareholder 
after the election was made, but before 
the first day of the taxable year must 
file his consent with the District Direc- 
tor with whom the election was filed “as 
soon as practicable after such first 
day.”25 But in no event may the consent 
be filed after the last day prescribed for 
making the election (generally, the end 
of the first month of the taxable year). 
A copy of this consent (but not the con- 
sents actually filed with the election) 
must be filed with the corporation’s first 
annual information return. 

An election which is already in effect 
will terminate if a new shareholder does 
not file a consent “within a period of 30 
days beginning on the date he became 
a shareholder.”26 (See Figure 3). Here, 
too, a copy of the consent must be filed 
with the corporation’s next annual in- 
formation return. 

A person becomes a shareholder on 
the date he actually acquires the stock, 
not when he contracts to buy it. Thus, 
if a new shareholder enters into a con- 
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tract. on September 1, either to buy 
stock held by an existing shareholder or 
to purchase stock on original subscrip- 
from the corporation, and he 
acquires the stock on September 15, he 
must file his statement of consent with 
the District before 
October 14. Section 7502, relating to fil- 
ing by mail, applies. 

Note that this provision relates only 
to a new shareholder. The acquisition of 


tion 


Director on or 


additional shares by an old consenting 
shareholder does not require a new 
statement. 

A corporation can revoke an election 
by filing a statement with the District 





Director with whom the election was 
filed. This statement must be accom- 
FIGURE 3 


Statement of Consent by New 
Shareholder to Election under 
Subchapter S$ 
(No Official Form) 
Statement of Consent by New Share- 
holder to Election by Small Busi- 
ness Corporation as to its Taxable 
Status Under Subchapter S of the 

Internal Revenue Code. 

The undersigned hereby consents 
to the election under §1372(a) of 
the Internal Revenue Code to be 
treated as a “small business corpora- 
tion’, made on the Form 2553, filed 
with the District Director of In- 
ternal Revenue, Upper Manhattan, 
on January 29, 1959. 

Pursuant to Reg. §18.1-(c), the 
following information is submitted: 
1. Name and address of corpora- 








tion: 


—* 





1¢ John Taxpayer Corpora- 
tion 

103 Lexington Avenue 

New York 17, N. Y. 
2. Name and address of new stock- 








holder: 
~ Frank Bosworth 
68 Laurelton Drive 
Brooklyn 17, New York 
3. Number of stock 
owned by new stockholder, the date 


shares of 


acquired and person from whom 
acquired: 
50 shares, acquired April 25, 
1959, from The John Tax- 
payer Corporation, address as 
above. 
Dated April 29, 1959 
/s/ Frank Bosworth 
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panied by a statement of consent signed 
by all’ the shareholders (see Figures 4 
and 5). 

It is important at the outset to empha- 
size the fact that an electing small busi- 
ness corporation is still treated as a 
separate entity, although it is not sub- 
ject to tax. 

Similarly, its shareholders are deemed 
generally subject to the provisions in 
Subchapter C with the following basic 
exe@ptions: 

1. A shareholder must include in his 
gross income the amount he would have 
received as a dividend if an amount 
equal to the corporation’s “undistrib- 
uted taxable income” had been distrib- 
uted on the last day of the corporation’s 
taxable year. Thus, a person who became 
a shareholder in the middle of the corpo- 
ration’s taxable year is nevertheless 
taxed on his proportionate share of the 
corporation’s income for the entire year. 

“Undistributed taxable income” of an 
electing small business corporation is its 
“taxable income” less any distribution 
made in money during the current year 
out of current earnings and profits. Dis- 
tributions of property or notes of the 
corporation do not enter into this com- 
putation. 

“Taxable income” is computed with- 
out regard to the following items: (a) 
the deduction for partially tax-exempt 
interest on U. S. obligations (Section 
242), (b) the 85% deduction for divi- 
dends received from domestic corpora- 
tions (Section 243) and certain foreign 
corporations (Section 245),(c) net operat- 
ing loss carrybacks and carryovers (Sec- 
tion 172), and (d) dividends received on 
certain preferred stock (Section 244). 

2. Certain items are passed through to 
the shareholders, i.e., the corporation’s 
capital gains and net operating losses 
are, to a limited extent, treated as be- 
longing to the shareholders. 

3. The may distribute 
tax-free its previously undistributed tax- 
able income.?6a 

Except as described, the shareholders 
are treated the same as shareholders of 
non-electing corporations. However, in 
order to make subchapter S work effec- 
tively, certain adjustments are made to 
both current and accumulated earnings 
and profits.27 


corporation 


Subchapter S$ is often complex in its 
operation and no attempt will be made 
to summarize all of its provisions. In- 
stead, some of the more common prob- 
lems will be illustrated and explained 
by way of examples. The following illus- 


tration will serve as a basis for all further 
discussion: 


Basic Illustration 


Accumulated earnings and 


profits at July 1, 1958 . $100,000 
Earnings and profits for 

fiscal year ended June 

Ee he 30,000 


Cash dividends: 
Paid July 1, to Decem- 


mer Db, 1958... 2.2... $ 6,000 
Paid January 1, 1959, 
to June 30, 1959 4,000 


Accumulated earnings and 
profits at June 30, 1959 
(before application of 
Subchapter S) 


120,000 





$130,000 $130,000 


Amount taxable.to shareholders 


J—Assume, in the basic 
illustration, that the corporation’s tax- 
able income is equal to its earnings and 
profits, and that the shareholders are on 
a calendar-year basis. 


Illustration 





Dividends in money in 1958 
(PS ie Se $ 6,000 
Dividends in 1959 
actual (in money) . 4,000 
constructive 20,000 24,000 

$30,000 


The actual cash dividends are taxed 
in the year received. The constructive 
dividend is taxed in the year 1959 be- 
cause it is treated as a dividend dis- 
tributed on June 30, 1959, the last day 
of the corporation’s taxable year. 

Illustration 2—Assume, in the basic il- 
lustration, that the $30,000 of 
earnings and 


current 
profits consists of the 
schedule shown on page 9. 

The partially exempt interest of $300 
is included in taxable income, but the 
wholly exempt interest of $900 is not. 
Note, however, that an actual distribu- 
tion of the wholly exempt interest would 
be taxed as a dividend because (1) it in- 
creases earnings and profits and (2), 
unlike long-term capital gains, it does 


26a Section 1376 provides for adjustments to the 
basis of stock of, and indebtedness owing to, 
shareholders in appropriate situations. 

27 Section 1377 and Section 1375(d) (1). 

*8A net capital loss, like any other amount not 
deductible in computing taxable income, is ig- 
nored in computing current earnings and profits. 
These amounts, however, reduce accumulated 
earnings and profits (Section 1377(b) ). 

* See discussion infra, p. 11. 

8° If more than one distribution 1s made during 
a taxable year, and the total amount distributed 
exceeds earnings and profits, the amount treated 
as a dividend under Section 316(a) is a propor- 
tionate part of each distribution. Reg. Section 
316-2(b). Although the Regulations refer only to 
cash distributions, the Service apparently treats 
property distributions in the same manner. 
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not retain its exempt character in the 
hands of the shareholder. Dividends of 
$10,000 from domestic corporations are 
included in taxable income without the 
benefit of the 85% dividends-received 
deduction. The $400 deduction for 
amortization of organization expenses is 
allowed. 

Capital losses are excluded from tax- 
able income to the extent they exceed 
capital gains. Unlike operating losses of 
an electing small business corporation, a 
net capital loss does not pass to the 
shareholders.?8 

Illustration 3—Suppose in the basic 
illustration that the corporation has no 
accumulated earnings and profits and, 
instead of paying cash dividends of $10,- 
000, the corporation paid the following 
dividends: 

1958—in cash $ 4,000 
1959—in property or notes 6,000 


$10,000 


In the above case, the amount treated 
as a dividend would be $30,000. How- 
ever, for purpuses of Section 1375(d) (re- 
lating to distributions of undistributed 
taxable income of previous years),?9 it 
becomes important to determine how 
much of this amount represents a con- 
structive dividend. 

The actual cash and property distribu- 
tions are taxable as ordinary corporate 
distributions, .e., as dividends to the ex- 
tent paid out of earnings and profits for 
the taxable year (there are no accumu- 
lated earnings) computed as of the close 
of the taxable year without diminution 
by reason of any distributions made dur- 
ing the taxable year (Section 316(a)(2)). 
In addition, the undistributed taxable 
income is included in the shareholder's 
gross income to the extent it would have 
been a dividend if distributed on the 
last day of the taxable year. Since, in 
undistributed taxable in- 
come, a reduction must be made for dis- 
tributions of cash treated as a dividend 
distributed out of current earnings and 
profits, the statute read literally seems 
to create a wild goose chase. In order to 
determine the amount of undistributed 
taxable income, we must first ascertain 
the portion of the cash distribution 
which is a dividend under Section 316. 
In order to determine the portion of 
the cash distribution which is a dividend 
under Section 316, we must first ascer- 
tain the undistributed taxable income 
which is held to have been distributed 
on the last day of the taxable year.3° 


computing 


Corporate organizations and distributions * 9 





Partially tax-exempt interest 
Wholly exempt interest 


under Section 248 .... 
Capital loss on sale of securities 
Loss on sale of Section 1231 asset 
Profit from operations . 


Current earnings and profits 


(Section 1373(d)) 
Less actual dividends in cash 





SCHEDULE OF EARNINGS AND PROFITS 


Dividends from domestic corporations . . 
Amortization of organization expense 


$ 300 $ 300 
900 0 
1,000 1,000* 
$ 400 $ 400 
1,500 0 
a 1,000 1,000 
30,700 30,700 


“Taxable income” under Subchapter S 


Undistributed taxable income taxed to 
shareholder as constructive dividend 


*Taxable income for ordinary corporate income would be reduced by a 
dividend-received deduction (Section 243) in the amount of $850. 


Earnings and 
Profits under income” under 
Subchapter C Subchapter § 
Expense Income Expense Income 


“Taxable 





$ 2,900 $32,900 





30,000 
$32,900 $1,400 $32,000 
1,400 
$30,600* 
10,000 
$20,600 








In view of the complexities arising out 
of a literal reading of the statute, the 
Regulations may well provide that earn- 
ings and profits will be applied in either 
of two ways: (1) first against all actual 
distributions, any excess then being 
applied to the constructive distribution; 
or (2) first against cash distributions, 
then against constructive distributions 
and finally against property distribu- 
tions. The results of each of these ap- 
proaches would be the following: 

(a) Against all actual distributions 
first 
Current earnings and profits 

less actual dividends 
; shee $4,000 
in propeity .5.2..; 6,000 


$30,000 


in cash 


10,000 





Extent to which constructive 
distribution ($26,000) is in- 
cluded in gross income $20,000 
(b) Against cash distribution, construc- 

tive distributions and property distribu- 

tions, in that order 

Current earnings and profits 
less cash distributions ..... 


.. $30,000 
4,000 


Extent to which constructive dis- 
tribution ($26,000) is included 
in gross income .......... $26,000 
The entire property distribution 

would be considered a return of capital. 
Illustration 4—Assume the same facts 

as in Illustration 3, except that the 
corporation has accumulated earnings 
and profits of $100,000. Assuming one 
of the approaches discussed in Illustra- 
tion 3 is adopted, the amount taxable to 
the shareholders would be the following: 

Actual Gividemas |) ..'..5 Siena $10,000 

Constructive dividends 
taxable income ..... $30,000 
less cash dividends . 4,000 26,000 





$36,000 


Character of undistributed income 


With one exception discussed below, 
the character of the income in the hands 
of the corporation does not pass through 
to the shareholders. Both actual distribu- 
tions and constructive dividends are in- 
cluded in the shareholder’s gross income 
as ordinary dividends. Presumably, they 
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are treated as dividends for purposes of 
the Self-Employment Tax. For purposes 
of the $50 dividends received exclusion, 
the 4% dividends credit and the retire- 
ment income credit, however, they are 
not treated as dividends to the extent 
considered to be paid out of current 
earnings or profits. Current earnings 
and profits for this purpose cannot ex- 
ceed current taxable income. 

The sole exception referred to above 
relates to the corporation’s excess of net 
long-term capital gain over its net short- 
term capital loss, generally referred to 
as ‘‘net long-term capital gains.” A share- 
holder may treat as long-term capital 
gain that part of the actual and construc- 
tive dividends received from an elect- 
ing corporation out of its current earn- 
ings and profits which represents the 
shareholder’s pro rata share of the cor- 
poration’s net long-term capital gains. 
However, the amount of such net long- 
term capital gains so treated cannot ex- 
ceed the corporation’s taxable income. 

Illustration 5—Suppose in the basic 
illustration, current earning and profits 


consist of the following: 


Long-term capital gain ... $20,000 
Other taxable income 10,000 
$30,000 


In this case a proportionate share 
(2/3) of both the actual and constructive 
dividends will be treated as long-term 
capital gain, as follows: 





FIGURE 4 


Statement of Corporation Revoking 
Election under Subchapter S 
(No Official Form) 
Statement of Corporation Revoking 
Election as to its Taxable Status 
Under Subchapter S of the Internal 

Revenue Code. 

The John Taxpayer Corporation, 
403 Lexington Avenue, New York 
17, New York, hereby revokes the 
election under §1372(a) of the In- 
ternal Revenue Code as to its tax- 
able status as a “small business 
corporation.” Form 2553 and the 
accompanying statement of share- 
holders’ consent was filed with the 
District Director of Internal Rev- 
enue, Upper Manhattan, on Jan- 
uary 29, 1959. 

Dated December 29, 1959 
s/ John Taxpayer, 
President 











January 1959 


Long-Term 
Capital 
gain Dividend 
1958 actual dividends $ 4,000 $ 2,000 
1959 actual dividends 2,667 1,333 
Constructive 


dividends 13,333 6,667 





$20,000 $10,000 





And this will be true even though the 
long-term capital gain is realized by the 
corporation on June 25, 1959, after the 
stockholders’ returns for 1958 may have 
been filed. 

Illustration 6—Suppose in illustration 
5, there is a capital loss carryover of 
$15,000 available to the corporation in 
the fiscal year ended June 30, 1959. 

The computation of the tax picture 
will be as follows: 

Long-term capital gain $20,000 
Less capital loss carry- 


over... ... 15,000 $ 5,000 
Other taxable income 10,000 
$15,000 
Less actual dividends (5/15 or 
1/3 taxed as long-term capi- 
tal gain) 10,000 
Constructive dividends (1/3 
treated as long-term capital 
gain) .. Pues $ 5,000 





It should be noted that the capital 
loss carryover will work to the detriment 
of the shareholders. In illustration 5, the 
corporation could distribute the con- 
structive dividend with the result that 
the stockholders would have $20,000 tax- 
able at the maximum 25% rate. If the 
corporation distributed $20,000 in illus- 
tration 6, only $5,000 would be receiv- 
ing the benefit of the 25% rate. 

There is nothing in Subchapter S$ 
which eliminates the consideration of 
capital loss carryovers. Nor can the carry- 
over be waived or abandoned. As we 
have seen, this will usually be unfavor- 
able to the shareholders since it reduces 
the amount of cash that can be with- 
drawn at capital gains rates. 

Illustration 7—Suppose in the basic 
illustration current earnings and profits 
consist entirely of long-term capital gains 
and the corporation makes a distribution 
of $35,000 during its taxable year. $30,- 
000 is treated as long-term capital gain, 
and $5,000 is treated as a dividend. The 
amount treated as long-term capital gain 
by the stockholder cannot exceed either 


the corporation’s current earnings and 
profits or its taxable income. 

Illustration 8—Suppose in the basic 
illustration current earnings and profits 
consist of the following: 


Long-term capital gain ..... $40,000 

Excess of deductions over other 
taxable income ........ (10,000) 
$30,000 


$30,000 will be taxed to the share- 
holders as long-term capital gain regard- 
less of the amount actually distributed. 
If more than $30,000 is distributed, the 
excess will be taxed under Section 301. 

Illustration 9—Assume in illustration 
5, that the sole shareholder has, as the 
result of personal activities in the cal- 
endar year 1958: long-term capital gain 
$5,000, capital loss carryover from 1957 
$10,000, and a Section 1231 loss $1,000. 
Assume, also, that the corporation’s long- 
term capital gain consists of gain on Sec- 
tion 1231 property. The shareholder's 
taxable income for 1958 would be as 
follows: 
1958 ordinary income (1% of 


cash dividend) $2,000 
Less Section 1231 loss 1,000 
$1,000 
1958 long-term capital gain: 
personal $ 5,000 
from corporation (3% 
of cash dividend) . 4,000 
$ 9,000 
less capital loss carry- 
over is 10,000 
allowable as a deduc- 
tion (1,000) 
Taxable income -0- 


Although the $4,000 long-term capital 
gain resulted from a corporate Section 
1231 transaction, the gain does not seem 
to retain its character as Section 123] 
gain. Therefore, it is not “netted” 
against the Section 1231 personal loss as 
would otherwise be the case. 

As long as an election remains in 
effect, a corporation may distribute tax- 
free to its shareholders their ‘‘net shares” 


%1 Since the undistributed taxable income reduces 
accumulated earnings and profits as of the close 
of the taxable year (Section 1377(a)), the sub- 
sequent distribution to the shareholders of their 
net shares of this undistributed taxable income 
does not affect earnings and profits (Section 
1375(d)(1)). 

82 See infra, p. 12. 

%3 Tilustration 10, supra, is based on this assump- 
tion. 

%a This characterization applies only for pur- 
poses of Chapter 1 (income tax) (Section 1374 
(d) (1). Thus, it is possible that, for purposes 
of the Self-Employment Tax imposed by Chapter 
2, the “‘passed-through” losses will be ignored. 
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of the corporation’s undistributed tax- 
able income for previous years. A share- 
holder’s ‘‘net share” of the undistributed 
taxable income is defined as the amount 
previously included in his gross income 
as a constructive dividend, less the sum 
of any corporate net operating losses 
allowed to the shareholder as a deduc- 
tion and any “net shares” previously dis- 
tributed.31 

Once an election terminates, the un- 
distributed taxable income for previous 
years can no longer be distributed tax- 
free without regard to earnings and 
profits. Any distribution of this amount 
will be treated as a dividend to the ex- 
tent of the corporation’s accumulated 
or current earnings and profits. 

Illustration 10—Assume A, a calendar- 
year corporation for which an election is 
in effect for the calendar years 1958 to 
1961, inclusive, has the following in- 
come: 


1958 = $30,000 
1959 (10,000) 
1960 10,000 
1961 5,000 


The income each year is equal to the 
corporation’s current earnings and 
profits. The corporation also has earn- 
ings and profits of $100,000 accumulated 
prior to 1958. During the year 1960, a 
distribution of $40,000 is made. 

Of the distribution of $40,000, the 
amount of $10,000 is treated as a divi- 
dend out of current earnings and profits 
of 1960 and there is no undistributed 
taxable income for the year 1960. The 
amount of $20,000, representing the 
excess of the 1958 income over the 1959 
loss, is treated as a non-taxable distribu- 
tion of previously undistributed taxable 
income. The balance of $10,000 is 
treated as a dividend distributed out of 
earnings and profits accumulated prior 
to 1958. Note that, if the corporation 
had distributed its income currently, the 
shareholders could have received the 
entire $40,000 without paying a second 
tax. 

Illustration 11—Assume the same facts 
as in illustration 10 except that the elec- 
tion was not in effect for 1960, but was 
in effect for the other three years, and 
the $40,000 is distributed in 1961. 

The entire distribution of $40,000 will 
be treated as a dividend. Once there is 
a “break” in the election, a distribution 
of previously undistributed taxable in- 
come is treated as any other corporate 
distribution under Section 301, even 
though’a new election may be in effect. 

If, in illustration 11, Corporation A 
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had no accumulated earnings and profits 
prior to 1958, only $15,000 of the distri- 
bution would be a dividend. Earnings 
and profits are reduced by the amount 
of “undistributed taxable income,” and 
are not reduced by the 1959 loss “passed 
through” to the shareholders;32 accord- 
ingly the only earnings and profits re- 
maining in the corporation are the $10,- 
000 of 1960, during which the election 
was not in effect, and the $5,000 of the 
current year. 

Illustration 12—Assume the same facts 
as in illustration 10, except that the 
corporation’s earnings and profits for 
each of the years involved exceeds its 
taxable income by $5,000 (resulting, for 
example, from interest on state obliga- 
tions), and that the corporation has no 
earnings and profits accumulated prior 
to 1958. What treatment is accorded to 
the $40,000 distributed in 1960? 

Section 316(a) provides that, “Except 
as otherwise provided in this subtitle, 
every distribution is made out of earn- 
ings and profits to the extent thereof, 
and from the most recently accumulated 
earnings and profits.” Section 1375(d) 
apparently allows the Commissioner to 
make an exception to Section 316(a). It 
provides that “in accordance with Regu- 
lations prescribed by the Secretary or his 
delegate,” an electing corporation can 
distribute its previously undistributed 
taxable income. It seems probable that 
the Regulations will not consider any 
such distribution to have been paid from 
earnings and profits accumulated prior 
to the making of the election.3? How- 
ever, there can be only speculation as 
to the treatment of earnings and profits 
accumulated during the period the elec- 
tion is in effect. One possibility would 
be to treat the distribution as made first 
out of income taxable to the share- 
holders, less losses “passed through” 
under Subchapter §S, as follows: 


Distribution $40,000 
Paid out of current 
(1960) earnings and 
profits 10,000 
30,000 
Previously taxed to 
shareholder 1958 $30,000 
1959 loss (10,000) 
Tax-free distributions under 
Subchapter S $30,000 
Taxable as a dividend $10,000 


In that case the result in our illustra- 
tion would be the following: 
Dividend out of earnings and 

profits (1960 taxable income) $10,000 


Non-taxable distribution of pre- 
viously undistributed taxable 


Beehe 2 a ee ee 20,000 
Dividend out of excess of cur- 
rent and accumulated earn- 
ings and profits over taxable 
ee ES. 10,000 
$40,000 


On the other hand, it is also possible 
that the Regulations will follow the 
pattern of Section 316(a), treating each 
distribution as out of the most recent 
profits, with the undistributed taxable 
income making up the balance. 
Total distribution ........ 

Dividend out of cur- 

rent (1960) earnings 

and _ profits 

Dividend out of 1959 

earnings and profits. 5,000 

Dividend out of 1958 

earnings and profits. 5,000 25,000 


$40,000 


$15,000 





Non-taxable distribu- 
tion of undistributed 
taxable income $15,000 
A third possibility is to treat the dis- 
tribution as made out of the most re- 
cently accumulated earnings, whether or 
not taxed to the shareholders under Sub- 
chapter S, and proportionately in each 
category, with the following result: 


Total distribution $40,000 
Dividend Tax-Free 

1960 $15,000 0- ~ 15,000 

1559 5,000 -0- 5,000 

1858 16,000 4,000 20,000 

$40,000 


The 1958 allocation was computed as 
follows: 


© 

~~ 

es YB & 
~s 2 = 
28 8 

~ eee et 
bs $&x 
2's sf ~ 
Sx FSR 3 
zs ses Ss 


1958 30,000 
1959 (loss) 10,000 
$20,000 $5,000 $25,000 
Total dis- 
tribution 40,000 


1960 15,000 
1959 5,000 
20,000 


Balance, 1958, 20,000 


20,000 /25,000 $16,000 $4,000 $20,000 





There are probably additional varia- 
tions. 

The net operating losses of an elect- 
ing corporation are passed through to 
the shareholders, subject to certain limi- 
tations, and are treated as losses incurred 
by them in their trades or businesses.3%a 
Unlike undistributed taxable income, 
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which this Statement is attached. 


FIGURE 5 
Statement of Shareholders’ Consent to Revocation 
(No Official Form) 

Statement of Shareholders’ Consent to Revocation of Election by 

Small Business Corporation as to its Taxable Status Under Sub- 

chapter S of the Internal Revenue Code. 

The undersigned hereby consent to revocation by the corporation of 
the election under §1372(a) of the Internal Revenue Code to be treated as 
a “small business corporation,” made on the Statement of Revocation to 


Pursuant to Reg. §18.1-1(d), the following information is submitted: 
Name and address of corporation 





The John Taxpayer Corporation 
403 Lexington Avenue 
New York 17, New York 
Shares owned at date of revocation 





Name and 
address of 








Dated December 29, 1959 





each shareholder Number Signature 

John “Taxpayer si ew: Sas 

673 Park Avenue 

New York 20, N. Y. 250 /s/ John Taxpayer 

Elliot Taxpayer 

673 Park Avenue 

New York 20, N. Y. 150 /s/ Elliot Taxpayer 

Frank Bosworth 

68 Laurelton Drive 

Brooklyn 17, N. Y. 50 /s/ Frank Bosworth 
Total shares outstanding 450 








losses are allocated on a daily basis to 
each person who was a shareholder at 
any time during the taxable year. 

The amount of the loss passed through 
to a shareholder is limited to the sum of 
adjusted basis of his stock and the ad- 
justed basis of any indebtedness owed 
to him by the corporation, determined as 
of the close of the taxable year. The 
basis of his stock and of the indebted- 
ness owed to him by the corporation is 
reduced by an amount equal to the net 
operating loss allowed to him. 

Illustration 13—Suppose an electing 
corporation has undistributed taxable in- 
come of $10,000 for its calendar year 
1959 and a net operating loss of $40,000 
for its calendar year 1960. On January 1, 
1959, A is the sole shareholder, having 
a basis of $50,000 for his stock. On July 
1, 1960, A sells all his stock to B for 
$10,000 cash. On September 1, 1960, B 
lends the corporation $5,000. 

In his return for 1959, A includes $10,- 
000 in his gross income. The basis for 
his stock is thus increased from $50,- 
000 to $60,000. In his return for 1960, A 
is allowed a loss deduction of $20,000, 
(183/366 x $40,000) and the basis of his 


stock is reduced to $40,000. Thus, A 
has a loss of $30,000 on the sale of his 
stock. B’s share of the 1960 loss is also 
$20,000. However, the amount of the 
loss allowed as a deduction is limited to 
$15,000, the sum of the basis of his stock 
($10,000) and the indebtedness owed to 
him by the corporation ($5,000). Accord- 
ingly, B’s basis of both the stock and 
the indebtedness is reduced to zero. 
Note that B apparently could have ad- 
vanced an additional $5,000 to the cor- 
poration before December 31, 1960, and 
received an allowance for his full share 
of the corporation’s loss. Since he didn’t, 
$5,000 of the loss is irretrievably lost. 
Note that, if the indebtedness owed 
by the corporation to B does not qualify 
under Section 1232, e.g., if it was made 
on open account, B will receive $5,000 
ordinary income on its repayment. 


Death of a Shareholder 


The death of a shareholder in an 
electing small business corporation may 
create many problems. His estate will 
become a new shareholder for purposes 
of Subchapter S. While an estate is a 
permissible type of holder, a consent 


must be filed within 30 days after the 
estate acquires the stock. Technically, it 
would seem that the stock passes from 
the decedent to his estate on the date 
of his death, in which case the consent 
would have to be filed within 30 days 
after death. However, it often will be 
impossible for an executor or adminis- 
trator to qualify within this short time. 
Moreover, in some instances, the death 
of a shareholder may not be discovered 
for a substantial period of time. It is 
possible that these problems will be 
alleviated by future Regulations. 

If the corporation has a net operating 
loss for the year in which the share- 
holder dies, the loss will be allocated 
between the shareholder (on his last 
return) and the estate (on its first re- 
turn). If, however, the shareholder dies 
in a year in whith the corporation has 
a gain, the entire share of the corpora- 
tion’s undistributed taxable income will 
be taxed to the estate. 

Illustration 14—Suppose a corporation 
has ordinary taxable income of $30,000 
and pays no dividends. The sole stock- 
holder dies before the end of the corpo- 
ration’s fiscal year and his executor files 
an election as a new shareholder. The 
earnings of the corporation to the date 
of death are $20,000. 

For estate tax purposes, the stock of 
the corporation is included in the de- 
cedent’s gross estate at a value which 
takes into account the $20,000 of earn- 
ings at the time of his death. The corpo- 
ration’s undistributed taxable income of 
$30,000 is included in the estate’s gross 
income. However, it would seem that 
no part of the amount taxed to the 
estate as shareholder would be income 
in respect of a decedent within the 
meaning of Section 691(d). Thus, the 
estate will not be allowed a credit for 
the estate tax paid on the $20,000 in- 
cluded in the decedent’s gross estate. 


Conclusion 


It is difficult to predict the extent to 
which Subchapter S$ will be availed of 
by qualifying corporations. At least in 
the situations described at the outset of 
this article, Subchapter S will provide a 
useful tool for taxpayers. Moreover, in 
view of the possibility of deliberately 
terminating the election retroactively, it 
is possible that many corporations will 
be “trying the new provisions for size.” 

However, there are many instances in 
% While percentage depletion may be used in 
computing taxable income, only cost depletion 


may be deducted in computing earnings and 
profits. 


of 


to 
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which Subchapter S treatment will not 
be elected. Generally, if current earnings 
and profits greatly exceed taxable in- 
come, as when an entity has a substantial 
percentage depletion deduction,34 Sub- 
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chapter S may not be very helpful. Also, 
if the shareholders have substantial in- 
come from other sources, an election 
under Subchapter S will often produce 
unfavorable results. w 


Advantages of periodic inspection to 


close tax traps facing small corporations 


by RICHARD TESCHNER 


Election under Subchapter S§ of the new law is going to spare many small corpora- 


tions much tax anguish, but by no means all. Professional inspection is still needed 


periodically to keep many corporations out of the obvious traps: personal holding 


company, unreasonable accumulation, unreasonable salary, collapsibility, unprov- 


able deductions and questionable fringe benefits. This article is a reminder in each 


of these areas where small-corporation management usually doesn’t have enough 


knowledge or discipline to keep out of trouble. 


[Fe US CONSIDER some of the tax prob- 
lems .that can arise in a company 
that pays no particular attention to try- 
ing to save tax. It concentrates on its 
business; its income tax examinations 
and those of its founder-president are 
routine. It has never made any tax elec- 
tions such as for rapid amortization or 
change of fiscal year. Salaries are modest. 
The corporation, many years ago, be- 
cause of the owner’s sympathy for one 
of his suppliers, purchased some shares 
of stock in the supplier’s corporation for 
$3,000. They are carried on the corpo- 
rate books at $2,000 because the com- 
pany was prepared ultimately to suffer a 
loss. These stocks, through success, 
mergers and other reorganizations, have 
developed into a listed security holding, 
having a fair market value of $200,000. 
These stocks now pay regular dividends 
of $2,500 per year. The owner likes the 
idea of receiving the dividends and has 
purchased some additional shares of 
other listed (but unrelated) companies’ 
securities. His innate sense of conserva- 
tism has kept this to a minimum. His 
son, however, has been urging more in- 
vestments of this nature. 

The corporation does not pay for any 
of the president’s “out of working hours” 
promotional activities. The corporation 
does, however, own the family Cadillac 
and, at one time, the owner borrowed 
some money from the corporation on 
which he has religiously paid interest. 
Now he is thinking of canceling this 
debt. 

Outstanding among the disagreeable 


things that could happen to this com- 
pany is that it might become a personal 
holding company with the result that it 
would be subject to a special punitive 
tax of up to 85% on top of and in addi- 
tion to its normal corporate taxes. 

If it does drift into a personal holding 
company status, the worst part of this 
problem is that this may not be dis- 
covered until a Revenue Agent’s exam- 
ination two or three years after the fact. 
At this point the best that can be done 
is to get the shareholders to agree to 
include the corporate profits for each 
of the years concerned in their own in- 
comes. Since this is not a very good 
“best,” the real problem is to discover 
in advance that there is danger of the 
corporation’s becoming a personal hold- 
ing company in time to avoid it. 

There are two tests, both purely me- 
chanical, for deciding whether a corpora- 
tion is a personal holding company. The 
first is whether five or fewer persons di- 
rectly or indirectly own more than 50% 
of its stock. Most small corporations 
come clearly within this test. The second 
test relates to the kinds of income that 
the corporation receives and the percent- 
ages of each kind. The statute lays this 
out in great detail, but let me give you 
just two examples of how the company 
might find itself faced with the problem. 
Remember that $200,000 worth of stock 
in other companies. Suppose that in 
some year the gross receipts from the 
corporation’s own business dropped 
sharply because of a strike, because of 
difficulty in getting supplies or because 


of competition. Suppose also that about 
this same time the stocks and bonds 
Start paying larger dividends more com- 
mensurate with their actual value. It 
would not be at all impossible under 
such circumstances for the dividend and 
interest income to constitute 80% of its 
gross income. If this should happen, the 
company would be a holding company. 

Now, how do you prevent this? This 
is not the sort of drastic, deliberate 
change about which the owner is likely 
to consult his lawyer and although the 
lawyer might be sufficiently close to the 
business to recognize that the change is 
occurring, this is not generally the case. 
The lawyer is generally called in when 
there is a deliberate change, but rarely 
if the change is gradual and unintended. 
The best preventive for this sort of 
situation is to have a competent, tax- 
conscious CPA who regularly reviews 
the corporation’s books and prepares or 
reviews its tax returns. If he is on his 
toes, he will become aware of this prob- 
lem in time to sound the alert. 

Let me give you one more example 
of how a small company finds itself with 
a personal holding company problem. 
Suppose that, instead of declining, the 
business of the company expands and 
it finds itself with a need for larger or 
newer plant facilities. It might properly 
be suggested that the new plant be built 
and owned by a separate corporation 
and leased to the company. The share- 
holders of the new realty corporation 
would probably be substantially the same 
as the shareholders of the old company. 
The realty company shareholders would 
put in the land and, by giving a security 
assignment of the lease, they might well 
be able to borrow enough money to 
build the new plant. This might be a 
very fine scheme, but it does have a 
hidden personal holding company trap. 

So long as the realty company has no 
income except the rents it receives from 
the old corporation, there will be no 
problem. However, in the course of sev- 
eral years the realty company may begin 
to accumulate a surplus of funds and it 
may begin to invest these in securities. 
The moment the dividend and interest 
income reaches 10% of the total, you 
have a problem. Under a 1957 decision 
by the Second Circuit, the realty com- 
pany would be a personal holding com- 
pany. Under that decision the rents 
would not be considered rents at all, but 
would be considered compensation for 
the indirect use of corporate property 
by its shareholders. There is contrary 
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authority, but the problem is still there. 

Another problem arises with the com- 
bination of accumulated earnings and 
the $200,000 in listed securities; the com- 
pany may become subject to the penalty 
surtax on unreasonable accumulations; 
the old Section 102 surtax which is now 
described in Sections 531 and following 
of the 1954 Code. Unless the company 
has some pretty definite plans for using 
the bulk of this $200,000 in its own busi- 
ness for expansion or otherwise, I am 
afraid that the imposition of an un- 
reasonable accumulation penalty tax is 
only waiting for a Revenue Agent whose 
examination is sufficiently thorough to 
discover that the securities listed on the 
books at $2,000 have an actual value of 
$200,000. Here again, you see, the corpo- 
ration has drifted into a dangerous posi- 
tion. It had a perfectly good reason for 
acquiring the $3,000 worth of stock, but 
because of circumstances entirely beyond 
the control of the owners and the com- 
pany, the situation has undergone a 
gradual but by now quite drastic change 
which exposes the company to a punitive 
tax liability. Furthermore, let me point 
out that, on a sale of these securities, the 
company would realize a tremendous 
capital gain which could very easily 
exceed 80% of its total gross income 
for that year and thus bring it right 
back to the personal holding company 
problem. Many practitioners are think- 
ing of a Subchapter S election to elimin- 
ate this problem. 

How you work out of such a situa- 
tion is a problem all its own which is 
much too complicated even to start on 
here. Preventing the situation, however, 
comes right back to having a frequent 
review of the corporation’s financial 
affairs by a competent and tax-conscious 
professional. 


Collapsibility 

The last of the three really horrendous 
traps into which a typical corporation 
may drift is to find that it has acquired 
the status of a so-called “collapsible 
corporation” under Sections 341 and 
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following of the Code. The consequences 
are that, on a sale of the stock or a 
liquidation of the company, what would 
otherwise be capital gain becomes ordin- 
ary income. The governing rules here 
are very lengthy and very technical and 
all I am going to say is that, in general, 
what the collapsible corporation provi- 
sions are designed to avoid is having 
the corporation build up value short of 
the point at which it becomes taxable 
income to the corporation and then hav- 
ing the shareholders realize the benefit 
of this either by selling their stock at a 
gain or by liquidating the corporation. 
For example, if you have a corporation 
construct a building or manufacture an 
inventory and then, before any sales are 
made, you sell the stock of the corpora- 
tion or liquidate it, you most certainly 
will run afoul of the collapsible corpo- 
ration provisions. The trouble is, how- 
ever, that the collapsible corporation 
provisions are not confined to such ob- 
vious situations, but contain lengthy and 
technical presumptions based purely 
upon the arithmetic of the situation and 
without any regard to intention. This 
is another case where tax men are study- 
ing Subchapter S with much interest. 

The three tax traps just mentioned— 
personal holding company, unreasonable 
accumulation of surplus and collapsible 
corporation—are drastic when they occur 
and are to be avoided at almost any 
cost, but fortunately they are reasonably 
rare. But there are other traps. 


Unreasonable salaries 


Consider the matter of so-called ‘“un- 
reasonable salaries.’ There are few 
phases of the tax law which the average 
businessman finds it more difficult to 
accept than the proposition that an 
auditing Revenue Agent may disallow 
as “unreasonable” a portion of the salary 
which that businessman is paying to him- 
self out of his corporation and that the 
burden is then put upon the business- 
man to justify that salary. So far as the 
statute is concerned, this requirement 
that only a “reasonable” amount of com- 
pensation for personal services may be 
deducted is equally applicable to large 
publicly held corporations as it is to 
small closely held companies, but in fact 
the IRS is in no position to challenge 
the judgment of an independent board 
of directors elected by shareholders un- 
related to the officers as to what is rea- 
sonable compensation for the services of 
those officers. Not so in a smail closely 
held corporation. When the chief share- 


holder elects himself, his wife and his 
son as directors and they in turn approve 
the payment to him of a large salary, the 
IRS rather understandably subjects the 
salary, as well as that of his son, wife 
and daughter to the closest scrutiny and 
is frequently inclined to place a smaller 
value upon the services than they do. 
The tax auditor frequently suspects that 
the salaries are rather larger than would 
be paid to a stranger doing the same 
job and represent what is in fact a dis- 
tribution of profits rather than reason- 
able compensation for the services. This 
suspicion is likely to assume the aspect 
of a near certainty in the mind of the 
Revenue Agent if he finds that the total 
of salary and bonuses varies from year 
to year directly with the corporate earn- 
ings so as always to leave the corpora- 
tion with a minimum of income subject 
to corporate tax. From my own exper- 
ience, it is my personal opinion that this 
power to disallow salaries as unreason- 
able has been greatly abused by some 
Revenue Agents, who sometimes appear 
to believe that any salary greater than 
their own is automatically unreasonable. 
On the other hand, candor compels me 
to admit that taxpayers are also some- 
times guilty of abuse in this area. 
Since reasonableness is always a matter 
of judgment, upon which men may and 
will differ, it may not be possible entire- 
ly to avoid this trap. There are some 
things which can be done, however. One 
of the most elementary is to make sure 
that the salaries paid to shareholder- 
executives and their relatives were prop- 
erly and formally authorized by the di- 
rectors. If the corporate minutes show 
that an $8,000 salary was voted by the 
directors and in some later year the sal- 
ary was increased without further direc- 
tor action, the excess is likely to be dis- 
allowed without even an inquiry into 
whether it would have been reasonable 
had it been properly authorized. The 
second point is that salaries and bonuses 
for shareholders and their relatives ought 
to be fixed at the beginning of the year, 
either in dollars or by a formula based 
insofar as possible on factors other than 
the total corporate earnings. The year- 
end bonus to the shareholder-manager 
which eats up most of the corporate 
profit is a red flag to an examining Rev- 
enue Agent. The third precaution is to 
collect and preserve evidence that the 
salary paid to the shareholder-executive 
was comparable to salaries paid in this 
or in a similar business to executives 
who were not shareholders or at least 
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that it was established on the same basis 
as salaries paid to non-shareholders. The 
fourth point is that, in the course of 
planning and deciding whether or not to 
use a corporation, it should not be as- 
sumed that substantially all of the cor- 
porate profits can be paid out and de- 
ducted as salaries to the shareholder. Too 
often have I seen analyses of the ad- 
vantages and disadvantages of doing 
business in corporate form which rather 
blithely assume that salaries may be 
paid and deducted at practically any 
level. Too often have I heard the owners- 
managers of small businesses, after the 
question of unreasonable salaries has 
been raised in a tax audit, complain that 
they would never have incorporated 
their business had they realized that 
their salaries would be subject to chal- 
lenge by Revenue Agents. 

Finally, a proper management of this 
unreasonable salary problem may re- 
quire that the corporation and its share- 
holders be willing to do battle with the 
taxing authorities over the reasonable- 
ness of the salaries. 

Somewhat related to the problem of 
unreasonable salaries, but treated sep- 
arately in practice, is the matter of what 
might be called fringe benefits to the 
shareholders and particularly to share- 
holder-officers. Frequently an automobile 
owned by the corporation is used by the 
officer’s family. No Revenue Agent who 
finds this is going to like it the least bit; 
he is going to disallow the expenses and 
depreciation on the car as deductions 
to the corporation and also to charge 
these amounts as income to the stock- 
holder. What’s worse, however, is that 
the Agent is going to become very sus- 
picious and start looking for other uses 
of corporate property by shareholders 
or their families and payments by the 
corporation of what the Agent considers 
to be personal expenses of the share- 
holders and shareholder-officers. His ex- 
pense accounts are going to get a de- 
tailed examination and he had better be 
able to substantiate the business purpose 
of the expenses and of any use he has 
made of corporate property. There is a 
two-pronged problem here: first, you 
must be prepared to establish that the 
expenditures were in fact made and, 
second, to argue out the question of 
whether they were for the benefit of the 
corporate business or were really per- 
sonal in nature, This is a topic upon 
which volumes have been written and 
millions of words spoken and I cannot 
do more than mention it here. 
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At this point let me note a problem 
of the small corporation which is not so 
much a specific, identifiable tax trap, but 
is the cause of many kinds of tax diffi- 
culty. I refer to the tendency of owners 
of small corporations to fail to make 
clear and sharp distinction between 
their activities, businesses and funds and 
those of the corporation. When a small 
businessman has absolute voting control 
of a corporation, it is all too easy for him 
to cut corners and overlook the formali- 
ties and technicalities which are sup- 
posed to be observed in the doing of 
business in the corporate form. For 
example, it is altogether too easy for the 
owner of a small corporation to become 
careless about making clear distinctions 
between his funds and those of the 
corporation. He may pay personal ex- 
penses with corporate funds and almost 
as frequently may use his own funds to 
pay corporate obligations or to purchase 
property for the corporation, particular- 
ly when the business is new and struggl- 
ing. Corporate minutes in these small 
corporations are rarely kept with the 
precision and formality which the law 
contemplates. Indeed, when absolute 
control of the corporation is in the 
hands of one man, meetings of the share- 
holders and directors are too rarely held 
at the times and in the manner con- 
templated by law. 

The lawyer who insists that the cor- 
porate formalities be in fact observed is 
not just being narrowly “legalistic.” 
Failure to observe the formalities can 
lead to serious tax difficulties. The dis- 
allowance of executive salaries in excess 
of those formally voted by the directors 
has been previously mentioned. The 
problem of disallowance of the deduc- 
tion of otherwise allowable business ex- 
penses of executive officers on the 
ground that they were properly the ex- 
penses of the corporation and, therefore, 
not “necessary” for the individual can 
be minimized by proper corporate reso- 
lutions specifying just what expenses will 
be paid by the corporation and what 
are expected to be borne by the execu- 
tives out of their salaries. 

Payment of personal obligations with 
corporate funds, even if all concerned 
fully intended that the corporation 
should be reimbursed, has led over and 
over again to determinations that the 
individual received income in the na- 
ture of an informal dividend. The ac- 
cumulation of open-account indebted- 
ness between a corporation and its share- 
holders, often with the shareholder and 


the corporation each owing money to 
the other, is a red flag to an auditing 
agent and may lead, not only to charges 
of informal dividends, but may also be 
considered a sign that the corporation 
has larger accumulated earnings than it 
needs in its business, and consequently 
to the imposition of the surtax on un- 
reasonable accumulations of surplus. 

It hardly seems necessary to mention 
that, if the IRS becomes convinced that, 
even on a single occasion, the owners or 
principal officers of the corporation have 
diverted corporate receipts to their own 
use before the receipts were properly 
recorded on the corporate books, the 
whole accounting system of the corpo- 
ration will be suspect and net worth in- 
vestigations of all concerned may re- 
sult. None of this is necessary if only you 
can convince the shareholder-manager 
that the fact that he controls the corpo- 
ration does not mean that he is the 
corporation and that, for his own pro- 
tection, he must deal with his corpora- 
tion as a separate person, and not simply 
as an arm, or often pocket, of himself. 


Unpaid expenses 


One more tax trap peculiarly ap- 
plicable to closely held corporations is 
the provision of the Statute (267) to the 
effect that, if a corporation has unpaid 
compensation, expenses or interest which 
are payable to a person who directly or 
indirectly owns more than 50% of the 
corporate stock, and if the corporation 
is on the accrual basis and the individual 
on the cash basis—as is almost always 
the case—payment of these items must 
be made in cash or cash equivalent 
within two and a half months after the 
close of the corporation’s taxable year 
or the deduction will be permanently 
barred. The purpose of this provision, 
quite obviously, is to prevent the 
manipulation of income by deducting 
the expense to the accrual-basis corpora- 
tion while not picking up any income 
for the cash-basis controlling share- 
holder. However, there is no intent test 
in the statute and, no matter how clear 
it is that no tax avoidance was intended 
and no matter how valid may be the 
business reasons for delaying the pay- 
ments for three,months instead of two. 
and a half, no deduction -will ever be 
allowed to the corporation, although the 
individual will, of course, have to ac- 
count for the income when it is paid 
to him. The lawyer or the accountant or 
both should certainly caution manage- 
ment about this particular trap. If the 
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corporation cannot spare the cash, what 
you will have to do is pay it out to the 
stockholder in some suspendable form 
and then have him lend it back to the 
company. 

Another statutory trap that might be 
mentioned here is the provision in Sec- 
tion 1239 of the Code that a sale or ex- 
change of depreciable business property, 
directly or indirectly, between an in- 
dividual and his controlled corporation 
will result in ordinary rather than capi- 
tal gain. Again, this is a purely mechani- 
cal rule and purity of motive will avail 
you not. 
that contained 
in Section 267(a)(1) to the effect that, 
if there is a loss on a sale or exchange 


A similar provision i 


of property between a corporation and a 
controlling shareholder, no deduction 
for that loss will be allowed. 

While on the subject of payments 
between a corporation and its share- 
holders, there is one further trap—this 
time non-statutory—which ought to be 
the 


money to one of its controlling share- 


mentioned. If corporation owes 
holders or principal officers and he is on 
the cash basis, the IRS may claim that 
the funds were constructively received 
by him,’ and therefore taxable to him, 
on the ground that, by reason of his 
control of the corporation or otherwise, 
he could have received it had he wished 
to do so. If the corporation is genuinely 
other items 
owed to one of its principal shareholders 
or officers, it would seem to be absolutely 
essential that a 


unable to pay salaries or 


the 
reasons be preserved in the corporate 
minutes. On any 
failure to make prompt cash payment of 


clear record of 


the whole, however, 
obligations owed by a corporation to a 


shareholder or officer ought to be 
avoided at almost any cost. It can lead 
to double-barreled trouble. 

The mere existence of a closely held 
corporation is almost certain to lead to 
some tax disputes. They are a fact of 
life which ought to be recognized. Pre- 
sumably unavoidable difficulties 
the benefits of 


doing business in corporate form. We 


these 
are over-balanced by 
have been talking about the unnecessary 
difficulties, the difficulties which 
avoidable and ought to be avoided if 
reasonable care is taken. Reasonable care 
means several things. First of all, it 
means a proper observance ofthe for- 


are 


malities which are incident to a corpora- 
tion and of the distinction between the 
corporation and its owners. Second, rea- 
sonable care means that corporate affairs 
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ought to be reviewed at frequent regular 
intervals by competent accountants and 
attorneys who can recognize impending 
tax difficulties. Third, dealings between 
the corporation and its shareholders 
should be handled with more, rather 
than less, formality and care than deal- 
ings between the corporation and un- 
related parties. Fourth, beware of grad- 
ual or unplanned shifts in the nature of 
the corporate business. Finally, don’t 
overreach. There are many legitimate 
tax advantages to be derived from op- 
erating in the corporate form. Take ad- 
vantage of them, but stop there. Be sus- 
picious of any extra advantage which 
may appear to be possible because of the 
close relationship of the corporation and 
its shareholders officers. Don’t as- 
sume that you have thought up an 
original method to reduce taxes; chances 
are that a lot of other people thought 
of it before you did. Examine it. If it is 
legitimate, go ahead, but don’t be sur- 
prised if there is something in either the 
written or the unwritten tax law to re- 
duce the benefit or even turn it to a 
detriment. 


and 


Subchapter S 


In closing, let me just briefly note that 
the so-called election to be taxed as a 
partnership which was enacted as a 
part of the Revenue Act of 1958 has 
created a completely new business entity 





°$9,500 capital and $134,000 stockholder 
loans not thin. Taxpayer was the man- 
aging partner of a partnership which 
owed substantial sums on demand notes 
to key employees. To transform the in- 
debtedness into a proprietary interest, 
a corporation was formed which bought 
the business from the partnership for 
$144,000 ($9,500 of capital stock, $44,500 
of “A” notes and $90,000 of ““B” notes). 
The partnership then transferred some 
of the stock and some “B” notes to the 
employees for their partnership loans. 
The “A” notes and the rest of the stock 
were retained by taxpayer-partner. The 
Commissioner seeks to tax the “B” notes 
payments as income. The court holds 
for taxpayer that the payments are the 
return of a loan. It is clear that the in- 
tent of the parties was to treat both 
classes of notes as true loans. The ar- 
rangement was one reached for business 
purposes, after prolonged negotiations 
between adverse parties. Although the 
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so far as taxes are concerned. I say so- 
called election to be taxed as a partner- 
ship because that is a convenient short 
description of it, but not by any means 
an accurate description. The electing 
corporation retains some very important 
characteristics of a corporation, such as 
the ability to have qualified profit-shar- 
ing and stock-bonus plans which include 
the owner-officers as beneficiaries. It is 
probable, but not quite certain, that an 
electing corporation will avoid difficulty 
of unreasonable salaries, corporate pay- 
ment of personal expenses and the like. 
It is equally clear that such an election 
is not an answer to the personal holding 
company problems since a corporation 
which has income of the types which 
place it in a personal holding company 
status will almost always be ineligible for 
the election to be taxed as a partner- 
ship. I do not believe that there is any- 
at this who thinks that he 
knows all of the ins and outs, all of the 
technicalities, all of the advantages and 
disadvantages of this election. What does 
appear, however, is that in many in- 
stances the election is going to be an ap- 
legitimate method of 
avoiding the tax traps to which a small 
corporation is otherwise subject and that 
tax advisers are going to have to give 
very careful consideration to it whenever 
they are dealing with a small corpora- 
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capital of the corporation was low and 
the priorities of the notes at liquidation, 
the fact that each stockholder had the 
same proportion of “B” notes as he had 
stock and the fact that the notes were ex- 
pected to be paid out of future earnings 
all point to the notes’ being capital, 
rather than debts, the court, viewing 
the whole situation, finds that the in- 
tent of the parties was contrary. Hill, 
DC, Ohio, 9/25/58. 

Distribution on 5% “preferred stock” a 
dividend, and not interest. A sale of the 
entire issue of “5% cumulative preferred 
stock” by a telephone company was held 
by the Tax Court to represent equity 
capital so that the “dividends” paid by 
the company were in fact dividends and 
not deductible interest, and the expenses 
incident to such sale were capital ex- 
penditures rather than amortizable de- 
ductions. The entire issue was taken by 
an insurance company. The court noted 


that the issue was called “preferred 
stock” and so treated by both buyer and 
seller on their respective books; divi- 
dends were payable out of surplus; and 
the holder possessed no rights of a 
creditor in the event of default of divi- 
dend payments. Evidence was also pre- 
sented that the state regulatory com- 
mission would not have permitted tax- 
payer to borrow additional funds by 
issuing long-term debenture bonds. This 
court affirms. Lee Telephone Co., CA-4, 
10/16/58. 


Show horses, bought by auto agency, a 
dividend to principal stockholder. 'Tax- 
payer, a principal stockholder of an 
auto sales corporation, failed to meet his 
burden of showing error in the Com- 
missioner’s determination that a corpo- 
rate payment for show horses purchased 
by taxpayer constitutes a taxable divi- 
dend rather than a loan. Gaddy Motor 
Co., Inc., TCM 1958-189. 


Accumulation by auto sales agency, in 
1951 and 1952 not unreasonable. The 
court finds taxpayer, a corporation op- 
erating an auto sales agency, was not 
formed nor was it availed of during 
1951 or 1952 for the purpose of prevent- 
ing surtax on its principal stockholders 
by permitting earnings and profits to 
accumulate beyond the reasonable need 
of the business. Although the corpora- 
tion had accumulated a surplus of $378,- 
000 as of 12/31/51, the court approxi- 
mates an accumulation of $178,000 for 
physical expansion, $24,000 to meet con- 
tingent liabilities, and $240,000 for work- 
ing capital, or a total of $442,000, as 
being within the reasonable needs of the 
business. Watkins Motor Co., Inc., 31 
IC No. 31. 


Interest payable out of profits accrues 
when profits are earned [Certiorari 
denied}. When taxpayer’s preferred stock 
was sold to investors in 1925, the holders 
of the common stock, two German corpo- 
rations, to make the issue more attrac- 
tive, guaranteed that the preferred 
would receive dividends for four years. 
Che German corporations actually paid 
about $800,009 to preferred stockholders 
under this agreement. Taxpayer agreed 
to pay the parent corporations out of 
profits the sums advanced, plus interest. 
In 1940, the taxpayer accrued the full 
amount of interest, about $450,000, on 
the ground that not until then did it 
have profit out of which to pay the in- 
terest. The lower court found the in- 
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terest accrued in 1939. The agreement 
provided that reimbursement should 
not be made “except out of profits” of 
taxpayer. Taxpayer argued that this 
meant profits after deduction of the pre- 
ferred dividends, and since dividends in 
arrears were paid in 1939, there was 
nothing left to meet the liability for the 
1925-29 debt and interest. Only when 
i940 earnings came in was taxpayer re- 
quired to make payment and only then 
did interest accrue. However, the district 
court held that the word “profits” in the 
agreement had its usual meaning, i.e., 
without deduction of dividends. The 
liability to repay arose in 1939 and in- 
terest accrued then. Third Circuit 
affirmed. American Bemberg, cert. den., 
Sp. Ct., 10/13/58. 


Premium on retirement of utility’s pre- 
ferred stock not a dividend |Certiorari 
denied]. Public utilities may take a de- 
duction for dividends paid on certain 
preferred stock. The purpose of this 
statutory provision [Section 247 of the 
1954 Code—Ed.] is to put utilities using 
preferred stock financing in the same 
position as those using debt financing. 
Taxpayer redeemed its $100 par value 
preferred at the redemption price of 
$120, and argued that the $20 premium 
is a dividend for the purposes of this 
deduction. The Court of Claims con- 
cluded that the sections of the Code 
covering redemptions and liquidations 
of stock and the dividend provisions are 
mutually exclusive. Accordingly, the re- 
demption, which has the same tax effect 
as a sale, cannot be considered to in- 
clude a dividend. Atlantic City Electric 
Co., cert. den., Sp. Ct., 10/13/58. Similar- 
ly, relying on its recent decision on the 
identical issue, the Court of Claims held 
the premium paid on the redemption of 
a public utility’s preferred stock was not 
a “dividend” within the meaning of the 
Code provision allowing public utilities 
a credit for dividends paid on certain 
preferred stock issues. General Public 
Utilities Corp., cert. den., Sp. Ct. 10/13/ 
58. Similarly, where part of an issue of 
preferred stock was exchanged for an- 
other preferred stock issue and cash, the 
cash is not a dividend for this purpose. 
Idaho Power Co., cert. den., Sp. Ct., 
10/13/58. 


vIntent, not thinness, determines 
whether corporate debt is real. Taxpayer 
corporation was organized with $28,000 
of capital stock to engage in the small 
loan business. After six months of opera- 





** jndicates a case or ruling of 
unusual importance. 


* indicates a case or ruling 
having some novelty or un- 
usual interest. 











tions it was recapitalized, the par of 
the stock being reduced to $13,000 and 
the stockholders receiving $111,000 in 
bonds for the $15,000 transferred from 
capital and $96,000 additional advanced 
by them. The court holds that the in- 
terest on these bonds is deductible. The 
court points out that its circuit in 
Rowan, 219 F.2d 51, rejected the thin 
corporation concept, and held that debt 
must be recognized if the intent of the 
stockholders is to become creditors. 
Under that rule time of creation of the 
debt, proportionality with stock, expec- 
tation of repayment out of earnings only 
all are irrelevant. Here the court finds 
the intent was to create a debt. Atlantic 
Acceptance Corp., DC Fla., 10/24/58. 


Retransfer of stock not a dividend. In 
1930 taxpayer transferred certain shares 
in a corporation to another corporation 
he controlled. The purpose of this trans- 
fer was to gain a tactical advantage in 
certain litigation. In 1949 the corpora- 
tion transferred the shares back into 
taxpayer’s name. The court finds that 
taxpayer always held title to the shares. 
The corporation was merely nominee. 
Accordingly, the retransfer to his name 
was not a dividend. Speas, DC Mo., 10/ 
25/58. 


* Royalty payments by controlled corpo- 
ration were capital. Taxpayer trans- 
ferred certain patents to a controlled 
corporation for a royalty payment, the 
corporation also agreeing to employ him 
for a certain period. The transfer of the 
patent could be terminated under cer- 
tain contingencies. The Tax Court 
found that the patents had been trans- 
ferred to the corporation as a capital 
contribution and that the so-called 
“royalty” was really a dividend. This 
court reverses. It finds that all substan- 
tial interests in the patent were con- 
veyed to the corporation; it was not a 
contribution to capital; it was a transfer 
for stock, an employment contract and 
royalties. The agreement was a sale, as 
contended by taxpayer, resulting in 
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capital gain. However, the proceeds of a 
patent infringement suit paid over to 
taxpayer by the corporation constituted 
a dividend. Since the patent belonged to 
the corporation, taxpayer had no in- 
terest in the proceeds. Magnus, CA-3, 
10/7 /58. 


wStockholder obligated to pay corpora- 
tion’s expense can’t deduct it. The FHA 
refused to approve a housing project to 
be constructed by taxpayer’s controlled 
corporation if the land rent exceeded 
$9,000 a year. The landowners demanded 
$12,000. Taxpayer thereupon agreed to 
pay the $3,000-a-year differential himself. 
The court holds that the $3,000 is not 
deductible. Even if the 


taxpayer can 


be considered to be in the business of 
managing and promoting housing proj- 
ects, this is a capital contribution, not 
a business expense; it was a prerequisite 
of going into the business. Moreover, 
the obligation is independent of tax- 
payer’s connection with the corporation 
and, therefore, the payment is not a 
cost of obtaining income from the corpo- 
ration. Although the issue is not before 
it, the court notes that the $3,000-a-year 
would not be a deductible expense of 
the corporation as the corporation has 
no obligation to pay it. Rittenberg, DC 


La., 9/26/58. 


Successor to bankrupt may deduct wages 
paid, though bankrupt has previously 
accrued and deducted them. Taxpayer, 
a successor to a railroad in receivership, 
paid retroactive wages under an agree- 
ment signed several months after it took 
this 
ment had been accrued by the bankrupt 


possession. The liability for pay- 


and deducted on its return. The Com: 
missioner argued that taxpayer merely 
paid off an obligation of the bankrupt 
and had no deductible expense at all. 
The court holds, however, that no liabil- 





Some Form W-2s not correct 
ATTENTION if 

W-2 
Statement for 
$5,000 as 


PAY NO you encounter 


a Form (Withholding Tax 
1958) which mentions 
the limit for taxpayers 
using Form 1040A. Since 53 million 
of these forms were printed before 
the IRS decided to extend the use 
of Form 1040A to taxpayers with in- 
comes up to $10,000 [See 9 JTAX 
283.—Ed.|, a great many taxpayers, 
especially those who have changed 
jobs during the year, are likely to 


receive misleading Form W-2’s. 
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ity existed until the final signing of the 
wage agreement; any prior agreements 
were not binding on a corporation in 
receivership because there was no court 
approval. Therefore the predecessor had 
no right to accrue the liability, and the 
taxpayer’s deduction is proper. Minne- 
apolis & St. Louis Railway Co., CA-8, 
10/31/58. 


Basis carries over on transfer of mort- 
gaged realty to corporation. During the 
depression, when default of the bonds 
threatened, a committee of the 
bondholders agreed with the owners of 
the property to transfer it to a newly- 
created corporation, the taxpayer. The 
bondholders and owners received shares 


was 


of stock in proportion to their interests 
in the property. The court holds this 
was a transfer to a controlled 
corporation. Taxpayer may use the trans- 


tax-free 


feror’s basis for the property in com- 
puting depreciation, rather than the 
lower market value at date of transfer. 
[The corresponding 1954 Code _ provi- 
sion, Section 351, eliminates the propor- 
tionality requirement.—Ed.] Mar-Main 
Corp., DC Ind., 10/17/58. 


No loss on redeeming bonds issued for 
assets with low tax basis [Certiorari 
denied]. Taxpayer had issued some $10 
million of its bonds in 1936 for assets 
which it took over (the transaction was 
part of a tax-free reorganization) with 
a basis of only some $7 million. It liti- 
gated and lost on the argument that the 
$3 million was in effect discount it could 
It asked 
duction in 1945, the year it redeemed 


amortize. for a $3 million de- 
the bonds at par. This the Court denied. 
It analogized the transaction to a pur- 
chase for more than the true value of the 
assets and pointed out that a loss is 
allowable only when the assets are sold. 
The time of the payment, whether at 
purchase or upon maturity of the obliga- 
tions issued, is not the time for allow- 


ance of loss. The court noted the con- 
trary position taken in American Smellt- 
130 F.2d 883, (C-3, 
1942), but refused to follow it. Montana 


Power Co., cert. den., Sp. Ct., 10/13/58. 


ing and Refining, 


Personal holding company .tax consti- 
tutional. ‘Taxpayer had to reach pretty 
far for a constitutional objection to the 
personal holding company surtax, but 
The 
corporation realized its income primarily 
from patent royalties. Application of the 
PHC surtax to this income, it contended, 


his ingenuity went unrewarded. 


violates Article I, Section 8, authorizing 
Congress to enact legislation in the 
patent field. The court wasted little time 
on this argument. O’Connor, CA-6, 10/ 
31/58. 


“Calendar month,” for election by 
small business corporation defined. For 
purposes of making the election by 
small business corporations to be taxed 
under Subchapter S, the term 
month,” in the case of a new corpora- 
tion whose taxable year begins during a 
month, means the period beginning on 
such first day of the taxable year and 
ending on the corresponding day of the 


calendar 


succeeding month, or in case there is 
no corresponding day, the last day of the 
succeeding month. Rev. Rul. 58-516. 


Basis of assets is Cost of stock purchased 
for liquidation [Acquiescence|. Taxpay- 
er’s parent corporation made an offer to 
purchase the assets of a cotton mill, but 
the stockholders of the mill were willing 
to sell only stock. As a result, the parent 
in 1945 purchased the stock, which it 
transferred to taxpayer, a newly organ- 
ized, wholly owned subsidiary. Taxpayer 
then liquidated the mill corporation and 
took over all its assets. It argued that it 
acquired the stock only to get the assets 
and should be allowed to use the cost of 
the stock as the cost of the assets. The 
court agreed; it treated the various steps 
taken as one integrated transaction. Ac- 
cordingly the basis of the assets to tax- 
payer is the cost of the stock to the 
parent. Orr Mills, 30 TC 150, acq. IRB 
1958-41. 


Loss allowed on tax sale though family 
firm was buyer [Certiorari denied]. A 
tract of land owned by taxpayer was 
seized in 1940 by the county for non- 
payment of taxes and was sold by the 
county tax authorities in 1946, after tax- 
payer’s right of redemption in the prop- 
erty was terminated, to a corporation 
wholly owned by taxpayer and his fam- 
ily. The Tax Court held taxpayer was 
not entitled to a loss deduction on two 
grounds. First, he had never abandoned 
the the 
sale was an indirect sale between related 


property; second, seizure and 


taxpayers. The Fourth Circuit reverses. 
The seizure and subsequent purchase 
by the corporation were distinct events. 
The sale to a related taxpayer was made 
by the tax authorities, not by taxpayer, 
so the nonrecognition-of-loss 
does not apply. McNeill, cert. 
Ct., 10/13/58. 
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Few personal holding companies will 


qualify for Subchapter S election 


Greanee VERY OCCASIONALLY, a 
personal holding company is de- 
liberately created, or a corporation is de- 
liberately allowed to make investments 
that bring it into that class (typically 
this occurs when the assets of a family 
business are sold and, to avoid the 
capital-gains tax on liquidation, it is 
decided to continue the corporation as 
an investment company for the lifetime, 
expected to be short, of the stockholders). 
But such companies must be managed 
with the utmost care. Although retro- 
active consent dividends may repair the 
damage if dividends fall short of income, 
still the hazards remaining make the 
personal holding company anything but 
a tax-favored form of organization. Tax 
men concerned with these unfortunate 
corporations were not surprised that 
most of them are barred from electing 
under Subchapter S. Incidentally, don’t 
overlook the very important exception, 
the personal service corporation; the fact 
that it can elect and some of the im- 
portant reasons why taxpayers may wish 
to avail themselves of this opportunity 
to get fringe benefits individually was 
discussed in our last issue (9 JTAX 376). 

But if a closely held corporation is 
receiving passive income, Subchapter S 
offers it no opportunity to escape the 
double tax. Because of its original incep- 
tion as a tax-avoidance device, the per- 
sonal holding company seems to be 
barred from any relief, even though the 
purpose of Subchapter S is to tax in- 
come to the shareholders as though there 
were no corporation and the original 
purpose of the personal holding com- 
pany tax was similarly to force distribu- 
tion of income. 

Ihe personal holding company loop- 
hole was developed back in the days 
when the income tax was still rela- 
tively modest in its bite. It was a device 
by which wealthy individuals transferred 


by BEN BORSOOK 


income-producing investments to con- 
trolled corporations and thereby escaped 
the higher taxes that would have been 
payable if the income had to be re- 
ported on their individual tax returns. 
In 1934 Congress put an_ effective 
damper on this practice by imposing a 
penalty surtax on undistributed _per- 
sonal holding company income. Today 
the tax is almost confiscatory, being 
75% of the first $2,000 and 85% of the 
remainder. The surtax may be avoided 
by distributing all of the corporation’s 
after-tax net income in actual or con- 
sent dividends. In effect the law pro- 
vides that the penalty will not be im- 
posed if the corporation is not used to 
shield its shareholders from individual 
income tax on investment-type income. 

Along comes the 1958 law and, for 
the first time, declares that certain quali- 
fying corporations may elect to have 
their net income taxed to their share- 
holders. 

The Treasury is willing to surrender 
the corporate income tax in return for 
individual income taxes, just as it is 
willing to surrender the penalty surtax 
on a personal holding company’s after- 
tax net income if it is taxed to the share- 
holders in the form of actual or consent 
dividends. The two procedures are so 
alike that Congress could have elimi- 
nated the unduly harsh aspects of the 
personal holding company provisions by 
merely omitting Section 1372(e)(5) from 
the new law. That section says: 

“Personal holding company income 
—An election under subsection (a) made 
by a small business corporation shall 
terminate if, for any taxable year of the 
corporation for which the election is in 
effect, such corporation has gross receipts 
more than 20% of which is derived from 
royalties, rents, dividends, interest, an- 
nuities and sales or exchanges of stock 
or securities... . 


” 


Section 1372(e)(5) prevents personal 
holding companies from taking. ad- 
vantage of the new elective procedure. 
Why? The only logical explanation ap- 
pears to be that the Treasury has got so 
used to lambasting personal holding 
companies and Congress is so condi- 
tioned to depriving them of tax protec- 
tion, that “the conventional wisdom’! in 
the tax field requires that they shall be 
punished at every opportunity. It is 
against public policy to be sensible where 
personal holding companies are con- 
cerned. 

Of course, the types of income which 
force a corporation into the personal 
holding classification are not precisely 
the same as those that disqualify it for 
electing under Subchapter S. Personal 
service income can bring PHC status but 
not destroy the right to elect. On the 
other hand, rent income, which, if 
sufficiently large, is not personal holding 
company income will always count 
toward the 20% mark that can end the 
right to elect under Subchapter S. 

Thus, under Section 1372(e)(5) quoted 
above a company does not retain its 
elective status even if more than 50% 
of its gross income consists of rents, al- 
though this would be sufficient to en- 
able it to escape the personal holding 
company surtax. Real property rental 
corporations are denied the new privi- 
lege. Nor does Section 1372(e)(5) con- 
tain the exceptions and qualifications 
found in the personal holding company 
provisions of the Code that enable many 
a bona fide corporate recipient of royal- 
ties, rent and interest to stay in business 
without having to pay the confiscatory 
surtax. We predict some quick amend- 
ing of this part of the new law. 

From yet another standpoint, exten- 
sion of the elective procedure to personal 
holding companies would be a desirable 
change in the law. The election not to 
be taxed as a corporation is available to 
qualifying companies with not more 
than 10 shareholders. The personal hold- 
ing company surtax does not apply un- 
less “at some time during the last half 
of the taxable year more than 50% 
in value of its outstanding stock is 
owned, directly or indirectly, by or for 
not more than five individuals.” While 
it is possible that some large companies 
1In his widely-read book, “The Affluent Society,” 
J. K. Galbraith argues that unthinking adher- 
ence to generally accepted ideas, what he calls 
“the conventional wisdom,” frequently prevents 
the adoption of measures that are appropriate to 
the solution of economic and social problems. 
Their novelty denies them acceptance. The 1958 


tax law offers a striking illustration of his 
thesis. 
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fall within the scope of both definitions, 
the new right is offered, for the most 
part, to small companies and, again for 
the most part, only small companies be- 
come subject to the penalty surtax. Con- 
gress could have accomplished what it 
doubtless wanted to achieve in the first 
place, namely to tax certain types of 
corporate investment income to the in- 
dividual stockholders, by making the al- 
ternative tax procedure of Section 1372 
mandatory as to personal holding com- 
panies. 

Replacement of the penalty “surtax 
by the new procedure can be justified 
on at least two grounds. Certain business 
situations can be described in which the 
investors want and should be able to 
enjoy the non-tax protections afforded 
by corporate status, but are blocked by 
the personal holding company penalty. 
Even though the surtax can be avoided 
by actual or consent dividends, the tax 
is still larger than it would be if all of 
the income were taxed only to the share- 





Separation agreement held not incident 
to subsequent divorce; payments made 
under it not taxable to wife [Non-ac- 
quiescence|. Taxpayer and her husband 
entered into a separation agreement in 
1941, under the terms of which he was 
to pay her $150 a month until June, 
1942, and $200 a month thereafter until 
the death of one of them or her re- 
marriage. At the time of the agreement, 
there was no mention of divorce; it was 
entered into because of the husband’s 
addiction to alcohol. Two years later, 
the husband divorced her and remarried. 
The Tax Court held that the separation 
agreement was not incident to the 
divorce and the amounts paid taxpayer 
under it were not taxable to her under 
Section 22(k) of the 1939 Code. [Under 
the 1954 Code payments under separa- 
tion agreements are treated as alimony. 
—Ed.| Johnson, 21 TC 371, non-acq. IRB 
1958-37. 


Payment under divorce decree was not 
alimony. An agreement which was in- 
corporated into the subsequent divorce 
decree provided for certain payments 
to be made by the taxpayer-husband. 
The evidence indicates these payments 
may have been repayments of loans from 
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holders. A second, and probably more 
meritorious, justification for discarding 
the penalty surtax is that some com- 
panies stumble into the personal holding 
company trap inadvertently and for 
non-tax reasons. A company that has 
disposed of its principal business or in- 
come-producing property might tem- 
porarily invest its funds while looking 
for a new activity. The income from the 
temporary investments might subject it 
to the penalty surtax during the pause 
between businesses. 

The mere deletion of Section 1372(e) 
(5) would not provide a complete solu- 
tion to the fiscal problem created by 
personal holding companies organized 
to enable wealthy individuals to avoid 
taxes. Nevertheless, most of the tax- 
avoidance objectives of such entities 
would be frustrated if their pre-tax net 
incomes were taxable to their stock- 
holders. At the same time, innocent vic- 
tims of this Draconian law would be 
given relief. Thus justice would be 
tempered with mercy, and a fiscal ob- 
jective achieved without legislative 
malice. w 


taxpayer’s ex-wife. The jury found the 
payments were not alimony. This court 
affirms. There is no merit to taxpayer’s 
contention that the parole evidence rule 
prevents introducing this evidence, as it 
is contrary to the separation agreement. 
Actually, the evidence of the loans ex- 
plained the agreement. Thorsness, CA-7, 
10/16/58. 


Alimony taxable though from  hus- 
band’s tax-free funds [Certiorari denied]. 
Alimony payments to taxpayer were 
made from either her former husband's 
capital or his tax-exempt income. The 
source of payments was ruled immaterial 
by the Tax Court and the amounts were 
held constitutionally taxable income of 
the wife. That there had been a prior 
proceeding involving the same payments 
did not bar the present action involving 
constitutional questions because these 
questions were not raised or considered 
in the prior case. The Second Circuit 
affirmed. Neeman, cert. den., Sp. Ct., 
10/13/58. 


Father entitled to exemption for chil- 
dren living with ex-wife. A father who 
contributed $70 per month to his former 
wife for the support of their two minor 


children, plus additional amounts for 
clothing, is found to have contributed 
more than one-half of the actual cost of 
the children’s support, and is entitled 
to dependency exemptions for them. 
The facts show that the ex-wife did not 
claim an exemption for the children, but 
do not indicate the nature of evidence 
offered to show total support. Lally, 
TCM 1958-188. 


Mailing expenses allowed doctor as “ad- 
vertising” [Acquiescence]. Taxpayer, a 
doctor, claimed many expenses incurred 
while traveling abroad. A deduction for 
mailings to patients and doctors and 
other business contracts in the amount 
of $575 was allowed in full as an “ad- 
vertising expenditure.” Duncan, 30 TC 
No. 36, acq. IRB 1958-43. 
. 

wwResort owner's meals and lodging 
an expense of the business. Deductions 
taken for the cost of food, insurance, 
fuel, electricity, laundry and telephone, 
incurred in operating a lodge and guest 
ranch, are not to be decreased because 
the owner eats and lodges at the resort 
in connection with operating it. The 
costs were essentially business in nature. 
Six dissents on the ground that the issue 
is not free from doubt and several circuit 
courts of appeal have reversed the Tax 
Court on similar cases. The dissenters 
would follow the higher courts. Robin- 
son, 31 TC No. 9. 


Farm camp operations deductible by 
restaurant. A farm camp owned by 
taxpayer’s stockholders individually was 
used to produce supplies of food for the 
restaurant operations of taxpayer-corpo- 
ration. The camp was on occasion also 
used for entertainment of corporate 
business guests. The court is satisfied 
from the evidence that the expenses in 
operating the camp were not incurred 
for the benefit of the stockholders and 
allows a corporate deduction for these 
amounts as ordinary and necessary busi- 
ness expenses. Palm Beach Liquors, Inc., 
31 TC No. 17. 


Beneficiary can deduct costs incurred to 
get estate tax refund. The Commissioner 
asserted a deficiency in estate tax against 
the estate of taxpayer’s deceased hus- 
band. Since the estate did not have 
sufficient funds with which to pay the 
deficiency, taxpayer, who was an income 
beneficiary of a testamentary trust under 
her husband’s will, supplied funds with 
which to pay the balance. This was 








done on the advice of the executor to 
avoid a possible assessment against her 
as a transferee of her husband’s estate. 
She then paid $2,500 to an attorney to 
recover the estate tax deficiency which 
she had paid. The attorney’s fee is held 
to be properly deductible by the wife 
under the 1939 Code as a non-trade or 
non-business expense for the manage- 
ment, conservation or maintenance of 
property held for the production of in- 


come. Goldberg, 31 TC No. 27. 


Horse racing a hobby, not a business. 
Although the Tax Court found that 
taxpayer intended and desired to make 
a profit from horse racing and dealing, 
it held that these activities were a hobby, 
rather than a business, and losses in- 
curred were not deductible. Taxpayer 
life-long interest in horses and 
and had a long and consistent 
record of net losses from the operations. 
He would have continued the racing 
operation whether or not it resulted in 
profits. This court affirms. Wise, CA-6, 
10/15/58. 


had a 
racing 


Member cannot deduct casualty loss to 
club property. Taxpayer was a member 
of a social club. Her membership en- 
titled her to build a cottage along the 
club’s artificial lake on property leased 
from the club for 99 years. After a hurri- 
cane destroyed part of the lake and 
beach, the club members were assessed 
for the rebuilding. Taxpayer contended 
she had a deductible casualty loss be- 
cause, by limiting her use of the lake, 
the hurricane had diminished the value 
of her property. Noting there was no 
physical damage to her own property, 
the lower court denied the deduction 
and this court affirms. The loss to tax- 
payer is remote. West, CA-3, 10/31/58. 


Reimbursement of moving expense to 
new job is income [Certiorari denied]. 
Taxpayer’s new employer reimbursed 
him for the cost of moving from Dallas, 
Texas, to Albuquerque, New Mexico. 
The district court held, contrary to long- 
standing rulings, that the reimbursement 
was not income, and further that, if it 
were, taxpayer’s own payment would be 
a deduction. The Tenth Circuit reversed. 
Ihe reimbursement was essentially an 
inducement to accept employment and 
thus within the broad definition of gross 
income. The moving expense of the em- 
ployee was a personal expense, oc- 
casioned by his desire to change jobs. It 
is non-deductible. [The Commissioner 
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has ruled (Rev. Rul. 54-429) that, if the 
moving is primarily for the benefit of 
the employer for whom the employee 
is already working, reimbursement of ex- 
penses is not compensation.—Ed.] Wood- 
all, cert. den., Sp. Ct., 10/13/58. 


Over-ceiling prices paid by stockholders 
included in corporate costs. Over-ceiling 
OPA prices of $37,700 paid by stock- 
holders individually to enable taxpayer- 
corporation (a retail liquor store) to buy 
liquor, are found to have been paid on 
behalf of the corporation and are in- 
cluded in the corporate cost of goods 
sold. The court also holds the $37,700 
is to be included in equity invested capi- 
tal for purposes of calculation of the 
excess profits credit. Palm Beach Liquors, 
Inc., 31 TC No. 17. 


wIRS publishes per diems that need not 
be itemized. In Rev. Rul. 58-453, the 
IRS held that an employee receiving 
per diem allowances in lieu of sub- 
sistence not in excess of 125% of the 
amount authorized to be paid by the 
Federal Government to its employees 
traveling outside the continental U. S. 
will be “deemed to have made an ac- 
counting to his employer,” and need 
not itemize the expense and reimburse- 
ment on his returns. The IRS now pub- 
lishes the authorized rates for particular 
foreign areas listed in the Standardized 
Government Travel Regulations. Rev. 
Rul. 58-453, Supplements I, II and III. 


No deduction for cost of defense of 
criminal income tax case. Expenses in- 
curred by a dentist in his defense of a 
criminal action for personal income tax 
evasion do not qualify as deductible 
business expenses. Nor does the fact that 
taxpayer was acquitted on three of the 
five counts in the indictment entitle him 
to an allowance of any portion of such 
expenses. The charges were not proxi- 





Retiring partner must report his share 
of receivables as ordinary income (Old 
Law). Upon dissolution of a partnership 
in 1949, the liquidating partner pro- 
ceeded to collect the outstanding receiv- 
ables and divided them with the retiring 
partner. The court finds that there was 
no sale of a partnership interest; there 
was merely a dissolution and winding- 
up, and it holds the amounts received 
by the retiring partner are taxable as 


New partnership decisions this month 


mately related to taxpayer’s business. 
Smith, 31 TC No. 1. 


Double penalties for failure to file tax 
estimate (Old Law). The 1939 Code 
provided for a penalty for substantial 
underestimation of tax and a penalty 
for failure to file the declaration of esti- 
mated tax. The courts are split as to 
whether both penalties may be imposed 
on a taxpayer who did not file a return. 
This court, following the recent decision 
in its circuit (Patchen, CA-5, 7/28/58), 
holds that both penalties apply. [The 
1954 Code provides for only one penalty. 
—Ed.| Echols, DC Fla., 8/5/58. 


Cost of maintaining mentally ill child 
at special center a medical expense. The 
entire cost of maintaining a mentally ill 
child while living at a specially equipped 
children’s center, and the traveling ex- 
penses of the parents to visit their child 
at regular intervals as a part of her 
therapy and medical management, will 
be deductible as a medical expense sub- 
ject to the prescribed limitations. The 
IRS points out that the Regulations pro- 
vide that, if the principal reason for liv- 
ing in an institution is to obtain medical 
care, the entire cost, including board and 
lodging, is deductible. The parents’ 
transportation is regarded as “primarily 
for and essential to medical care” and 
so allowable under the Regulation. Rev. 
Rul. 58-533. 


Elevator in house is a medical expense. 
Taxpayer, who suffered from a_ heart 
condition, installed an elevator in his 
house on the advice of his doctor. The 
court found that although the elevator 
was a permanent the 
building, it did not increase the value 
of the property and, following Hol- 
lander, 219 F.2d 934, allows the total 
cost of installation, some $4,500, as medi- 
cal expense. Berry, DC Okla., 10/3/58. 


installation in 


ordinary income and not as gain from 
the sale of a capital asset. [The 1954 
Code provides specific rules for the taxa- 
tion of collections of receivables.—Ed.] 
Beavers, 31 TC No. 34. 


Family partnerships in illegal machines 
not recognized. The Tax Court held 
invalid for tax purposes two family part- 
nerships in gambling machines. This 
court affirms. Spiesman, CA-9, 10/17/58. 
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The accountant’s problem in working with 


“earnings and profits” for tax purposes 


by WILLIAM J. SCHWANBECK 


The phrase “earnings and profits” underlies hundreds of millions of dollars of tax 


liability every year, yet it is nowhere defined in the Code. When the accountant 


attempts to determine what are “earnings and profits” for tax purposes, he runs 


into all kinds of snags. This articles tells us what the law does say, what accounting 


principles apply, and how court decisions set this special concept apart from regular 


accounting; how tax liability arises when 


profits” in certain reorganizations. 


. ye SuPREME Court said in Wheeler, 
(324 U. S. 542 (1945)), “earnings and 
profits in the tax sense, although it 
does not correspond exactly to taxable 
income, does not necessarily follow cor- 
porate accounting concepts either.” 

The Code and also the Regulations 
contain specific rules relating to some 
elements entering into the computa- 
tion of earnings and profits, and a 
number of questions in this area have 
been decided by the courts. Yet there is 
no one all-inclusive definition to which 
one can turn. As a matter of procedure, 
the best method of determining earn- 
ings and profits for tax purposes is to 
begin with the amount which appears on 
the books as retained earnings and make 
whatever adjustments are warranted by 
the rules, Regulations and decisions. Fol- 
lowing are a few common areas in which 
the determination of earnings and 
profits is important. 

The statute clearly prescribes four 
different sources of corporate distribu- 
tions and makes it mandatory that the 
distributions be charged to these sources 
in the order given: (1) earnings and 
profits of the taxable year, (2) earnings 
and profits accumulated since February 
28, 1913, (3) earnings and profits ac- 
cumulated before March 1, 1913, (4) 
other than earnings and profits. 

The source from which the distribu- 
tions are made determines their tax status 
in the shareholders’ hands. Therefore, 


it rests on the existence of “earnings and 


it is essential that the tax inquiry be 
directed not only to the total earnings 
and profits, but also to the amounts in 
the respective classes. 


Accumulated earnings 


Section 531, which provides for the 
penalty surtax on the unreasonable ac- 
cumulation of earnings, was amended by 
the Technical Amendments Act of 1958 
to increase from $60,000 to $100,000 the 
accumulation permitted before any 
penalty attaches. Thus, a determination 
of the accumulated earnings is important 
here. In this connection, a tax-free dis- 
tribution, such as a tax-free stock divi- 
dend or a distribution of stock in a tax- 
free reorganization, which causes a por- 
tion of retained earnings to be trans- 
ferred to capital on the books, does not 
decrease the earnings and profits for tax 
purposes. When the IRS issues a ruling 
letter on the tax-free status of such a 
proposed transaction, there usually is 
included a statement that, ‘““The accumu- 
lated earnings and profits of the corpora- 
tion, prior to the proposed transaction 
available for the payment of dividends, 
will not be reduced as a result thereof.” 

In a Section 333 liquidation, frequently 
referred to as the “12-month liquida- 
tion,” the extent to which the distribu- 


tions are taxed as dividends to the share- 
holders depends upon the amount of the 
earnings and profits accumulated by the 
corporation after February 28, 1913. 


Generally many adjustments to the re- 
tained earnings account as it appears on 
the books of the corporation are neces- 
sary in order to convert it to earnings 
and profits for tax purposes. These 
adjustments, of course, are not recorded 
on the books, but in many instances a 
formal record of one kind or another is 
maintained by the corporation. Some of 
the adjustments which such a record 
would contain are mentioned here by 
way of illustration. 

A bad debt reserve carried on the 
books of a corporation which has elected 
to deduct bad debts on a charge-off basis 
requires an adjustment each year in- 
creasing earnings and profits by the an- 
nual provision and decreasing earnings 
and profits by the amount of the write- 
off deducted for tax purposes. 

Expenditures whith have been capital- 
ized for tax purposes, but charged to ex- 
penses for book purposes are to be re- 
stored to earnings and profits, and the 
depreciation thereon allowable for tax 
purposes is to be deducted from earnings 
and profits. 

Some corporations have decided that 
the additional depreciation resulting 
from the declining-balance method, or 
similar methods allowed for tax pur- 
poses, should not be recorded on the 
books. For determining earnings and 
profits, such depreciation is a proper 
deduction. In this connection, some com- 
panies in the past have credited retained 
earnings for book purposes with the tax 
savings resulting from the additional de- 
preciation, although they have not 
charged earnings with the additional de- 
preciation. For tax purposes, the full de- 
preciation allowable under the declin- 
ing-balance method, or similar methods, 
is a reduction of earnings and profits, 
and the lower amount of tax, i.e., the 
actual tax liability, is to be recognized in 
determining earnings and profits. 

A recent release by the American In- 
stitute relates to instances in which the 
additional depreciation is deducted for 
tax purposes but is not included in ex- 
penses for financial accounting purposes. 
It directs that in such cases accounting 
recognition should be given to deferred 
income taxes if the amounts thereof are 
material, except in those rare cases where 
there are special circumstances which 
may make such procedure inappropriate. 
[See 9 JTAX 275.—Ed.]. 

Probably the areas which give rise to 
the most thought, questions and research 
on the subject of earnings and profits 
are those which relate to distributions of 
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property and corporate combinations 
and separations. 

The distribution of property by a 
corporation to its shareholders prior to 
the 1954 Code was subject to rules con- 
tained in court decisions. There was no 
statutory provision at that time, but the 
Utilities forth the 
principle that a distributing corporation 
realized no income or loss on the dis- 
tribution of property in kind. At that 
time, the general rule was that a dis- 
tribution of property, regardless of char- 
acter, had no effect on earnings and 


General case! set 


profits except that earnings and profits 
were to be charged with the adjusted 
basis of the property distributed. 

The 1954 Code made this rule statu- 
tory? with the exceptions of distributions 
of Liro inventories and the distributions 
of property subject to liability in cases 
where the shareholders assume a liability 
in excess of the adjusted basis of the 
distributed property. As to distributions 
within these exceptions, the 1954 Code 
causes an increase in earnings and profits 
by the recognition of taxable gain and a 
decrease by an amount in excess of the 
adjusted basis of the property dis- 
tributed. If Liro inventories, carried at 
a tax basis of $50,000 and having a 
lower-of-cost-or-market value of $75,000, 
are distributed, the corporation has a 
taxable gain of $25,000 due to the dis- 


tribution. Also, if property having a tax 


vasis Of $50,000, but subject to a mort- 
$75,000, 


shareholder 


is distributed and the 
the 
gain of 


geage of 
assumes the mortgage, 


corporation has a_ taxable 


$25,000. By reason of another section? 
the distribution of installment obliga- 
tions by a taxpayer using the installment 
method for reporting income upon the 
satisfaction of such obligations results in 
taxable gain. 

Like any other gain on sale or dis- 
position of assets, this gain becomes part 
of earnings and profits of the distribut- 
ing corporation. However, Section 312 
goes beyond this and requires an ad- 
justment to earnings and profits if any 
inventory assets” having a value in 
excess of basis are distributed. In gen- 
eral, the term “inventory assets” means 
all inventories, and any accounts receiv- 
able on which tax has not been paid. If 
the fair market value of these assets ex- 
ceeds the cost basis, then their distribu- 
tion causes an increase in the earnings 
and profits of the distributing corpora- 
tion to the extent of such excess. How- 
ever, the earnings and profits again are 
decreased by the fair market value, but 


such decrease cannot result in a deficit. 
The end result is a net decrease equal 
to the adjusted tax basis and, in effect, 
follows the principle in the General 
Utilities case. However, there is an in- 
crease in the earnings out of which tax- 
able dividends are paid and, hence, more 
of the distribution may be taxed as a 
dividend than would otherwise be the 
case. 


Complete liquidation 

Insofar as the distributing corporation 
is concerned, there is no problem in a 
complete liquidation as to the effect on 
earnings and profits, since everything 
that the corporation has is being dis- 
tributed. This is true whether the stock 
of the liquidating corporation is wholly- 
owned by a parent corporation or is 
owned by a number of shareholders. 

In most cases the complete liquidation 
of a wholly-owned subsidiary and the 
distribution to the parent corporation 
causes the accumulated earnings and 
profits of the subsidiary to be carried 
over and combined with the accumu- 
lated earnings and profits of the parent 
corporation. Subject to the exception be- 
low, in those cases in which the parent 
acquired the subsidiary’s stock by pur- 
chase only, the subsidiary’s post-acquisi- 
tion earnings are added to the parent’s 
earnings. Section 381(c)(2) provides for 
the carryover and Section 381(a)(1) pro- 
vides that it shall be applicable in the 
case of such a liquidation with one ex- 
ception. That exception relates to the 
334(b)(2) 
sometimes referred to as the “Kimbell- 
Diamond” type of acquisition. If the 


liquidation under Section 


stock of the subsidiary was acquired by 
purchase followed within two years by a 
liquidation, the acquisition is treated 
as the purchase of assets; hence, for this 
purpose it is not a liquidation but a 
purchase. 

Whether the acquisition and liquida- 
tion is such as to be subject to Section 
334(b)(2) can be determined only by 
a careful application of the many tech- 
nical requirements of that section. Ac- 
cording to the Code,* the date of com- 
bination of the respective earnings and 
profits of the corporation following a 
complete liquidation takes place on the 
date of liquidation. However, at the 
present time, the Regulations applicable 
to this area have not been issued, and 
reference to the committee reports® in- 
dicates that Congress intended that, if 
both the liquidated subsidiary and the 
parent company had earnings and profits, 


Tax aspects of accounting + 23 


[Mr. Schwanbeck is a CPA, a member of 
Tauche, Niven, Bailey & Smart in the 
Chicago office. This article is based on 
a paper written for the Ninth Annual 
Marquette Institute on Taxation, held 
this fall.] 





the date of combination is the first day 
of the year succeeding the liquidation. 
The rules relating to those cases in 
which either the liquidated corporation 
or the parent corporation receiving the 
distribution accumulated deficits 
yarrant some attention. Section 381 of 
the 


have 


1954 Code eliminates much uncer- 
tainty. However, a review of the leading 
cases under the 1939 Code will clarify 
the rules as they now exist. 


Some 1939 Code cases 


In the the transferor 


corporation in a tax-free reorganization 


Sansome case® 


had accumulated earnings and _ profits 
available for distribution at the time of 
the reorganization. The court held that, 
for purposes of subsequent distribution 
by the transferee corporation to its stock- 
holders, the accumulated earnings and 
profits of the transferor retained their 
character as such and the distributions 
share- 
holders as dividends. The theory upon 


therefrom were taxable to the 
which this decision is based is that, when 
a corporate reorganization in which no 
gain or loss is recognized occurs, the 
predecessor company, in effect, retains 
its corporate identity, and its earnings 
and profits retain their character in the 
hands of the successor. 

The Sansome case involved a tax-free 
reorganization, but there were other 
cases which followed the same _prin- 
ciple in the case of tax-free liquidations 
of subsidiaries. Also, there were cases in 
which either the transferor or the trans- 
feree corporation had an accumulated 
deficit at the time of liquidation. For 
example, in the Harter case,* the parent 
company had a deficit and the liquidated 
subsidiary had accumulated earnings and 
profits. It was held that the deficit could 
be applied to reduce the earnings and 
profits of the subsidiary brought over 
into the parent company by liquidation. 

Thereafter, an all-important case, the 
Phipps case’ was heard by the Supreme 
Court. In this case it was held that, if 
a parent corporation liquidates a sub- 


1General Utilities & Operating Company, 296 
U.S. 200, (1935). 

2 IRC (1954), Sec. 311. 

3 IRC (1954), Sec. 453(d). 

*IRC (1954), Sec. 381(c) (2) (A). 

5 1955-2 CB 852 and 1956-1 CB 924. 

® Sansome, 60 F.2d 931 (1932). 

7 Harter, 79 F.2d 12 (1935). 
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sidiary tax-free and at the time of the 
liquidation the parent has earnings and 
profits available for distribution and the 
subsidiary has a net deficit, the sub- 
sidiary’s deficit does not reduce the 
parent company’s earnings and profits 
for the purposes of determining whether 
subsequent distributions are dividends. 

Prior to the Phipps case, there seemed 
to be a broad principle that, whenever a 
tax-free transaction occurred, there was 
a continuity of the transferor’s corporate 
enterprise into the transferee which 
caused either accumulated earnings or 
accumulated deficit to be carried over 
and combined with the transferee’s ac- 
cumulated earnings and profits or ac- 
cumulated deficit. 

A district court decision handed down 
on July 8, 1958,9 and again dealing with 
the issue under the 1939 Code, made a 
thorough review of the transfer of earn- 
ings and profits from a predecessor to a 
successor in tax-free reorganizations and 
liquidations. According to the analysis 
in this decision, the Sansome case merely 
stated the principle that the distribution 
by the acquiring corporation should not 
escape taxation if the subsidiary’s earn- 
ings were distributed after liquidation. 
The broad continuity-of-corporate-enter- 
prise principle was thereby considerably 
narrowed. 

The decision in the Stratton Grain 
Company case gives us the doctrine that, 
since the tax law contemplates tax-free 
transfers, to increase the _ transferee’s 
earnings is, in fact, recognizing gain on 
the transaction which is inconsistent with 
the tax-free status intended by Congress. 
The earnings and profits taken over in 
a tax-free transfer are to be treated as 
earnings and profits of the successor 
corporation only for the purpose of pre- 
venting a tax-free distribution to share- 
holders of the transferee corporation. 
The court states, “For all other pur- 
poses, unless specifically taken over by 
the successor corporation as its earnings 
and profits, they are neither factually 
nor legally the earnings and profits of 
the successor corporation.” 

How has the 1954 Code dealt with this 
problem? As previously stated, Section 
381 now removes the uncertainty which 
§ Phipps, 336 U.S. 410 (1948). 
®Stratton Grain Company v. Reisimer, D.C. 
Wisc. (7/8/58). 

10 Regs. Sec. 1.312-5. 
11 Foster, 303 U.S. 118 (1938). 
12 Jarvis, 123 F.2d 742 (1941). 


4STRC (1954), Sec. 312(i). 
44 Regs. Sec. 1.312-10. 


IRC (1954), Sec. 368(a) (1) (A). 
1IRC (1954), Sec. 368(a) (1) (F). 
TIRC (1954), Sec. 368(a) (1) (C). 
IRC (1954), Sec. 368(a) (1) (D). 
WIRC (1954), Sec. 368(a) (1) (B). 
20 IRC (1954), Sec. 368(a) (1) (E). 
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existed prior to the enactment of the 
1954 Code. Although the Regulations 
have not been issued on this subject, 
reference to the Code and the committee 
reports indicate that the present rules 
are as follows. 

When there is an accumulated deficit, 
either in the subsidiary or the parent, 
at the time of liquidation, such deficit 
takes on a deferred status. The sub- 
sidiary’s deficit is not applied to or com- 
bined with the earnings of the parent 
on the date of liquidation, but is de- 
ferred and applied to the parent’s subse- 
quent earnings. The deficit of the parent 
cannot be combined with the earnings 
of the subsidiary on the date of liquida- 
tion, but is deferred and applied to sub- 
sequent earnings of the surviving corpo- 
ration. 


Partial liquidation 


In the case of a partial liquidation, 
what are the effects on the accumulated 
earnings and profits of the distributing 
corporation and the corporate share- 
holder receiving the distribution? A re- 
demption of stock is treated as a sale of 
the stock and results in the recognition 
of capital gain or loss, and is not a divi- 
dend if it qualifies for such treatment 
under Sections 302(a), 303 or 331(a). 
These sections refer to partial liquida- 
tions (as defined in Section 346), re- 
demptions to pay death taxes and those 
redemptions which are not treated as 
dividends since they are not essentially 
equivalent to a dividend because they 
represent a substantially disproportion- 
ate redemption or are in complete 
termination of the shareholder's interest. 
In theory, each of these is a return to 
the shareholder of his portion of the 
capital and his portion of the accumu- 
lated earnings and profits. In a sense, 
each of these redemptions is a partial 
liquidation, although not so designated. 

With respect to such a distribution, 
the law requires that, insofar as the dis- 
tributing corporation is concerned, that 
amount which is properly chargeable to 
the capital account is so charged and the 
excess is charged to earnings and profits. 
The difficulty here is that it is not always 
a simple question to determine what 
amount represents a return of capital. 
The Regulations?!® are of no help in this 
connection. It should be noted that the 
capital per books is not necessarily the 
capital which is recognized for this pur- 
pose. The court, in one case, said that 
bookkeeping entries are no more con- 
trolling in the determination of capital 


account for tax purposes than they are 
in the determination of earnings and 
profits. Generally, it is safe to use as the 
amount of capital that which has been 
paid in together with the March 1, 1913 
earnings and profits. 

The real question that so far does not 
appear to have been settled is whether 
a distribution in partial liquidation 
represents a pro-rata share of the capital 
and a pro-rata share of the earnings, or 
whether the distribution should first be 
considered a return of the entire capital 
interest allocable to the shareholder re- 
deeming his shares until it is exhausted. 
A Supreme Court case! seems to hold 
to the latter theory, although the pro- 
ration theory is supported by a later cir- 
cuit court case.12 

The recipient corporation, in the case 
of a partial liquidation, is to include in 
its earnings and profits that amount de- 
termined by the rules in Section 312(f) 
(1). The amount charged to earnings 
and profits by the distributing corpora- 
tion has no bearing upon the amount 
taken into earnings of the receiving 
corporation. Section 312 specifically pro- 
vides that the earnings are to be in- 
creased or decreased by realized gains 
and losses to the extent that they are 
recognized for tax purposes. Therefore, 
since a partial liquidation is treated as 
a sale or exchange of the stock re- 
deemed, the excess of the proceeds re- 
ceived over the basis of the stock re- 
deemed is included in earnings and 
profits. If the basis exceeds the proceeds, 
the loss, if recognized, is deducted. The 
term “recognized” is not synonymous 
with “allowable.” The exception to this 
rule relates to losses on wash-sales, which 
the statute specifically states shall not 
be recognized. It would be a rare case in 
which the partial liquidation would be 
coupled with another transaction to 
form a wash-sale situation. 


Diwvisive reorganizations 

“Divisive reorganizations” is a term 
describing generally those transactions 
by which one corporation is separated 
into two or more corporations. The 
three types are referred to for conven- 
ience as “split-ups,” “spin-offs,” and 
“split-offs.” In a spin-off, part of the 


assets of the existing corporation are 
transferred to a newly-formed corpora- 
tion in exchange for that corporation’s 
stock. The latter stock is then distributed 
to the share holders of the existing cor- 
poration without their having to sur- 
render any of the stock held. The split- 
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off is a similar transaction, except that 
the shareholders of the existing corpo- 
ration give up some of their old stock. 
In a split-up, the old corporation ceases 
to exist and in its place are two or more 
Although 
Section 381 provides for the combining 
of earnings and deficits of component 
corporations following certain liquida- 
tions and reorganizations, it does not 
apply to the divisive reorganizations. 
Congress did not intend that Section 
381 should permit carryovers of the 
various items covered by that section un- 
less substantially all of the property of 
the predecessor passed to the successor. 
However, in the case of earnings and 
profits, Congress saw fit to permit, by 


newly-formed corporations. 


another section,!% the separation of earn- 
ings and profits among the respective 
corporations following divisive reorgani- 
zations. The formation of a _ wholly- 
owned subsidiary by the transfer of prop- 
erty from the parent corporation in ex- 
change for stock thereafter retained by 
the parent is not covered by this section 
and, hence, in this case there can be no 
transfer of earnings and profits from the 
parent to the newly-formed subsidiary. 

Although the Code provides that there 
should be a separation of earnings and 
profits following a divisive reorganiza- 
tion, it directs that the method of alloca- 
tion be prescribed by Regulations. Gen- 
erally, the allocation is to be made on 
the basis of fair market value of assets 
retained and assets separated.14 How- 
ever, the Regulations provide that, if the 
transferor corporation had an accumu- 
lated deficit, no part of the deficit is to 
be carried over to the newly-formed 


corporation. 


Other reorganizations 


The Code, in Section 368, defines the 
various tax-free corporate reorganiza- 
tions. Not all of these involve the trans- 
fer of substantially all of the property 
of one corporation to another corpora- 
tion. Those tax-free reorganizations 
which inherently, or by statutory pro- 
vision, require the transfer of substan- 
tially all of the property come within the 
scope of Section 381 and, as a-result, the 
earnings and profits of the transferor 
the transferee. A 
statutory merger or consolidation! or a 
change in identity, form or place of or- 
ganization!® inherently requires a trans- 
fer of all assets. A “C” type reorganiza- 
tion!? requires an exchange of sub- 
stantially all of the assets of one corpora- 


tion for all or part of the stock of an- 


are carried over to 


other, hence the “substantially all” re- 
quirement is by statutory provision in 
this case. A “D”’ type reorganization!§ 
permits a transfer of all or part of the 
assets of a corporation in exchange for 
stock of another; however, by reason of 
a limitation in Section 381, only those 
cases in which the “substantially all” re- 
quirement is met qualify for the separa- 
tion of earnings and profits between the 
respective corporations. 

If stock is exchanged for stock in a tax- 
free reorganization!® or in a mere re- 
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capitalization,2° there is a continuity of 
corporate entity and there is no reason 
or basis for the transfer of earnings and 
profits. 

Previously, when referring to complete 
liquidations of subsidiaries, the rules for 
the carryover of the earnings and profits 
were discussed. These rules also apply 
to those reorganizations in 
which substantially all of the property 
of one corporation is transferred to an- 
other corporation, as explained in detail 
above. = 


tax-free 


What is a capital asset? 


Lake suggests a working rule 


fre THE Cope definition of a 
capital asset reads as though it were 
the sole criterion, recent cases have made 
it clear that there are additional tests— 
as yet only vaguely outlined. Alan P. 
Smith, in a recent Cornell Law Quarter- 
examined these the 
light of the congressional purpose in 
creating the special tax category of capi- 
tal asset and proposes a definite formula- 
tion of the tests the courts have been 
applying. The following comments are 
based in large part on that. article, 43 
Cornell LQ 317 (1958). 

“The Lake case (P. G. Lake Inc., 356 
U. S. 260 (1958)),” he said, “closed an- 
other tax loophole by preventing taxa- 
tion of oil payments at capital-gains 


ly note, cases in 


rates rather than at ordinary income 
rates. The decision affecting a common 
practice in the oil industry involving oil 
payments! reversed the Fifth Circuit, 
which, in accord with the general view, 
had held that the oil payment was an 
interest in land and thus a capital asset 
under Section 117 of the 1939 Code 
(now Section 1221 of the 1954 Code). 
The Commissioner had argued that the 
sale of the oil payment represented 
merely a sale of the taxpayer’s future in- 
come. He contended that, although this 
right may be classified as property, it is 
not that type of property which is em- 
braced within the Code’s concept of a 
capital asset. 

“This area of conflict had arisen from 
two sources. The first is the preferential 
tax treatment given to long-term capital 
gains which acts as a powerful stimulus 
to transform ordinary income into Capi- 
tal gain whenever possible. The second 
factor underlying the conflict stems from 
the vague definition of a capital asset. 
A long-term capital gain, declares the 


Code, results from the sale or exchange 
of a capital asset held for more than 
six months. A capital asset, in turn, 1s 
defined as ‘property held by the tax- 
payer. . The statute then goes on 
to state what a capital asset does not in- 
clude. The vagueness, of course, results 
from the troublesome scope of the word 
‘property.’ For example, the sale of land 
is universally considered as the sale of 
property, while the sale of income is 
not. However, the latter could easily be 
viewed as falling within the literal mean- 
ing of property in the definition of 2 
capital asset. Although the Tax Court 
has consistently denied capital gain on 
the sale of a right to salary,? many other 
not-too-dissimilar problems in this area 
have not yet been settled. 

“The facts in the Lake case were 
these: For a consideration of $600,000, 
the taxpayer-corporation conveyed to its 
president an oil payment interest in 
leaseholds which it had owned and held 
for productive use in its business. The 
oil payment was to terminate when the 
president had received $600,000 plus an 
amount equal to 3% interest on the 
monthly unpaid balance. The president 
this amount from the 
proceeds of the sale of 25% of 7% of all 
the oil and gas produced from the lease- 
holds. —The Supreme Court in effect 
adopted the Commissioner’s argument; 
that there was a sale of taxpayer’s future 
income. But it is worth while to turn 
from the specific question of oil pay- 
ments ask to what extent has a 
capital asset been defined by the Lake 
decision? 

“Justice Douglas summed up _ the 
transactions in the Lake and related 
cases by stating that: ‘In short, con- 
sideration was paid for the right to re- 


was to receive 


and 
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ceive future income, not for an increase 
in the value of the income-producing 
property.’ This statement is rather per- 
plexing. For, in reality, the value of any 
income-producing property is no more 
than the value of the estimated income 
to be derived from it over its life. For 
example, the value of a farm is the dis- 
counted value of the future income it 
is estimated that it will produce; simi- 
larly, the value of a right to salary, or 
an oil payment, is measured by antici- 
pated future receipts. Thus, when the 
taxpayer sells a farm, he is selling fu- 
ture income, just as if he were selling 
his right to salary. 

“As a result, it may be said that the 
value of income-producing property is 
the value of the right to receive future 
income. Nevertheless, it is apparent 
that the courts and the Commissioner 
have attached significant and different 
meanings to the terms ‘property’ and 
‘right to receive income’—differentiating 
between them as a matter of degree. 
However, the difficult problem of de- 
termining when there is a conversion of 
a capital asset cannot be resolved by 
simply asserting that a particular trans- 
action is only an assignment of the right 
to receive future income. 

“Justice Douglas does more than base 
his opinion on such an assertion, how- 
ever. 

“In reaching his conclusion, he con- 
sidered the purpose of the lowered tax 
on capital gains and his conclusion, like 
that reached in Corn Products Refining 
Co., 350 U. S. 46 (1955), was that the 
purpose would not be met by giving 
Capital-gains treatment to the Lake 
transactions. In addition, he stated that 
the transactions were ‘transparent de- 
vices’ whose ‘essence is determined, not 
by subtleties of draftsmanship, but by 
their total effect.’ Moreover, he cited 
such cases as Horst, 311 U. S. 112 (1940), 
and Schaffner, 312 U. S. 579 (1941), as 
cases whose teachings were applicable. 

“Although Justice Douglas came to a 
logical conclusion, which was expected 
by many, he did not establish standards 
for determining whether or when oil 
payments or other types of properties 
would be classified as capital assets. Thus 
it may be that his decision should be 
limited to the transactions in the cases 
involved. Nevertheless, an analysis of the 
cases he cited in conjunction with the 
purposes of the capital-gains sections can 
readily lead one to appropriate stand- 
ards. 

“In this state of affairs, with the courts 
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refusing to apply the capital gains defini- 
tions merely mechanically, it behooves 
us to look at the fundamental nature of 
the transfers they have approved and 
those they have rejected. Taking this 
general view, we can see underlying the 
cases two standards that appear to have 
served, albeit unconsciously, as the tests 
of whether the transaction under scru- 
tiny meets the commonly accepted view 
that the primary purpose of Congress 
(with respect to the capital gains prefer- 
ence) is to encourage the taxpayer to 
risk funds in capital investments and 
to encourage the exchange of such invest- 
ments. 

“The first standard which seems to 
underly determinations whether there 
has been a sale or exchange of a capital 
asset is definiteness, testing both the 
amount in which and the period during 
which the future income will be received. 
If one is certain that he will receive a 
definite amount in a fixed period of time, 
he assumes little risk. Consequently, there 
is no need to encourage by reduced taxa- 
tion either the investment in, or transfer 
of, such assets. 

“The second standard for determining 
the nature of the transaction would be 
a requirement that the control of the 
earning process be transferred. If the 
taxpayer effectively retains control of the 
earning process, he is not entitled to the 
benefits designed to encourage transfers 
of investments. 

“An analysis of the following fact 
situations will serve to illustrate the ap- 
plication of these standards. In the case 
of a sale of land, not otherwise excluded 
from the capital-gains characterization 
by a specific provision of the Code, the 
Congressional purposes behind the capi- 
tal gains tax are served by the land’s 
classification as a capital asset. When it 
is sold, the buyer, because of uncertainty 
of future income, is undertaking a risk, 
and the seller, by parting with control 
of the earning process, has made the 
right kind of transfer designed to be 
encouraged by the tax. On the other 
hand, the sale of accrued dividend rights 
would not entitle the seller to capital 
gains. The purchaser incurs little risk 
and the seller does not part with con- 
trol of the earning process.4 

“The cases cited by Justice Douglas 


1The owner of an oil payment has the right to 
receive a stated quantity of oil or a stated sum 
of money, from a specified percentage of oil pro- 
duction, or the proceeds therefrom. 

2 E.g., F. W. Jessop, 16 TC 491 (1951); George 
K. Gann, 41 BTA 388 (1940). 

® See, e.g., Smith v. Dunn, 224 F.2d 353 (5th Cir. 
1955); Oldham Lumber Co., 178 F.2d 781 (5th 
Cir. 1950). 

* Rhodes’ Estate, 131 F.2d 50 (6th Cir. 1942). 


also fall within this pattern. For ex- 
ample, in Horst, the owner of negotiable 
bonds detached negotiable interest cou- 
pons before their due date and delivered 
them as a gift to his son. The court held 
that the owner of the bonds had to pay 
the tax on the income derived from the 
coupons. Although the question of a 
capital asset was not at issue, the stand- 
ards applicable were the same. There, 
control of the earning process remained 
with the owner of the bonds. And, if 
the bonds had been sold to the son, he 
would have incurred little risk. A similar 
result was also held in Schaffner where 
a life beneficiary of a trust gave a singie 
year’s income from that trust. Neither 
control nor risk was transferred. 


Risk or control 


“In the Lake cases, there was also 
little risk or control transferred. Where 
the oil payment was carved from a work- 
ing interest, the transferor retained sub- 
stantial control of the earning process. 
And where the assignment was carved 
from a royalty interest, control of the 
earning process remained with the 
owner of the working interest. More- 
over, although the pay-out period of the 
oil payment (or sulphur interest) may 
be three or more years, the period is 
still reasonably definite. Geologists can 
predict with reasonable certainty whether 
an oil (or sulphur) interest will still be 
producing after a few years. In such 
case, the supply is fairly certain, the value 
of the oil (or sulphur) is relatively fixed 
and, consequently, there is little risk in- 
volved. 

“If, however, the pay-out period were 
for, say, 30 years, it would be at least 
arguable that a substantial risk was 
acquired, and thus a capital-gains treat- 
ment was justified. Because Justice 
Douglas did not establish any standards 
in this area, however, it is questionable 
whether the court would treat the as- 
signment for such a period as capital 
gains or ordinary income. 

“Although the Lake case fails to estab- 
lish standards for distinguishing between 
sales of capital assets and assignments of 
income and appears limited to its facts, 
the opinion is still highly significant. Not 
only does the decision close a capital- 
gains loophole in a field where there are 
numerous tax advantages, but the case, 
together with the Corn Products case, 
indicates that the trend of the Supreme 
Court has been to look behind the form 
of the transactions in an attempt to con- 
form with the purpose of Congress.” ** 
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Hertz Corp. explains tax position; 


will use accelerated depreciation 


‘em Hertz CorporaATiIon, which was 
recently denied use of accelerated 
depreciation on its short-lived rental 
vehicles by the U. S. District Court of 
Delaware, says the decision is wrong and 
will continue to use the new deprecia- 
tion permitted by the 1954 Code. [See 
9 JTAX 332 and 9 JTAX 338.—Ed.] At 
issue is the IRS Regulation that useful 
life must be figured as useful life to this 
taxpayer. In the corporation’s report to 
stockholders for months ended 
September 30, 1958, released November 


nine 


18, 1958, the company says (in a foot- 
note to financial statements): 

“Based on the opinion of Counsel 
that the Internal Revenue Code of 1954 
permits the use of accelerated deprecia- 
tion on all new vehicles acquired after 
December 31, 1953, the Corporation and 
its subsidiaries, on the advice of Counsel 
and of Arthur Andersen & Co., the Cor- 
poration’s independent auditors, have 
adopted that basis of filing their corpo- 
ration income tax returns beginning 
with 1954. Late in 1955 the Treasury 
Department proposed new depreciation 
regulations which were protested by the 
Corporation and by others. These regu- 
lations were issued in final form on June 
11, 1956, with no material change in the 
accelerated depreciation provisions and, 
if held valid, 


would result in a tax 


higher than the tax computed on the 
basis indicated above. Counsel have ad- 
vised that in their opinion the new regu- 
lations are, in certain respects, contrary 
to the established historical interpreta- 
tion of the Internal Revenue Code and 
to that extent are invalid. On July 17, 
1958, a United States District Court de- 
cision involving a predecessor corpora- 
tion sustained the Corporation’s position 
with respect to years prior to June II, 
1956, but indicated that such position 
would not be sustained for subsequent 
years. However, Counsel have advised 
that, in their opinion, the decision as it 
relates to the years subsequent to June 
11, 1956, is in error. Accordingly, the 
Corporation proposes to contest any at- 
tempt to deny use of accelerated de- 
preciation. 

“As a result of using accelerated depre- 
ciation for automobiles, the Federal in- 
come tax provision for the first nine 
months of 1958 has been reduced ap- 
proximately $940,000. Similarly, the Fed- 
eral income tax provision for the first 
nine months of 1957 was reduced ap- 
proximately $1,100,000. Based on the 
opinion of Counsel, the Corporation 
does not believe it should be required to 
pay the above amounts.” 

Income reported for the period was 
$3.3 million after taxes. w 


New accounting decisions this month 





Husband has gain on wife’s release 
of alimony for interest in his appre- 
ciated property. Under the terms of a 
property settlement agreement later in- 
corporated into a divorce decree, tax- 
payer-husband conveyed to his wife a 
life estate in his undivided one-half in- 
with re- 
mainder to their children; in return the 


terest in a ranch property 
wife gave up her rights to alimony. The 
value of the life estate was substantially 
in excess of the portion of taxpayer- 
husband’s basis for the ranch allocable 
to the life interest. Valuing the alimony 
rights as equal to the life interest, the 
court finds taxpayer had gain on the 
satisfaction of that obligation with the 
ranch interest. As to the remainder in- 
terest, no gain was realized since it was 
transferred outright to the children as 
a gift. The court also rules that the 


amount of the realized gain on the 
transfer of the life estate cannot be re- 
duced by any portion of the mortgage 
indebtedness on the property which the 
husband agreed to satisfy in full, nor by 
the value of the wife’s inchoate right 
to dower in the ranch, which at best was 
a bare expectancy. King, 31 TC No. 15. 


*No loss for confiscated Czech property 
in years after control is gone. ‘Taxpayers, 
who Jews, owned 
Czechoslovakia which, in 1938, was sub- 


were property in 
ject to confiscation under decrees issued 
by the Nazis upon their invasion of the 
country. Actually, the property was not 
physically taken over by the German 
government until 1940 and, in 1941 and 
1942, further decrees vested title in the 
German government. The property was 
sold and the proceeds transferred to the 
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German government in 1943, 1944 and 
1945. Taxpayers seek to ignore the 
special war loss provision of the Code 
(Section 127) and to deduct the losses in 
the years 1943 to 1945. The court rules 
that the deduction is allowable upon 
loss of possession and control. Taxpayers 
had lost this prior to sale. Taxpayers’ 
argument that the decrees were not self- 
operating and that it was only when the 
property was sold under the decree that 
the loss was suffered has already been 
denied. Mayer, 126 Ct. Cls. 1. Further- 
more, it is a conclusive presumption of 
Section 127, 1939 Code, that property 
located in enemy countries is deemed 
destroyed as of the date of the declara- 
tion of war, in this case December 11, 
1941, if the property was not lost prior 
to that date. Wyman, Ct. Cls., 10/8/58. 


Capital gain from sale of Groucho 
Marx show [Acquiescence]. From 1947 
to 1950, Marx and John 
Guedel as copartners successfully pro- 
duced a radio show entitled “You Bet 
Your Life,” 


Groucho 


in which Marx was the star 
performer and Guedel the producer. In 
1950 they offered to sell out their part- 
nership interests, which included the 
name and general format of the show, to 
one or the other of two competing major 
networks. Both networks, NBC and CBS, 
bid one million dollars for the partner- 
ship interests, but as the additional 
amounts offered by NBC for the services 
of both . Marx 
stantially 


and Guedel were sub- 
than the amounts 
offered by CBS, the show was sold to the 
former. The Commissioner had deter- 
mined that three-fourths of the million 
dollars received by the partners for their 
interests in the partnership was in fact 
compensation for services and taxable as 
ordinary income, because the sale was in- 
extricably linked with the employment 
of the partners by the buying network. 
In rejecting the Commissioner’s deter- 
mination, the court found that the part- 
nership interests did have a fair market 
value of one million in view of the sig- 
nificant fact that two major networks 
arrived at that valuation completely in- 
dependently of each other. It held the 
entire million dollars taxable as long- 
term capital gain. Marx, 29 TC 88, acq. 
IRB 1958-43. 


greater 


Capital gain on sale of mining town 
lots; was a liquidation as mine became 
exhausted. In 1912 taxpayer leased coal 
lands to a coal company for 40 years. 
The coal company constructed houses 
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and other buildings which it rented to 
miners to insure a labor supply. By 1950 
the coal underlying the land was ap- 
proaching exhaustion and, since neither 
party wanted to buy out the other, tax- 
payer and the coal company decided to 
liquidate their interests jointly by 
plotting the lots on the basis of exist- 
ing fences and streets and selling the 
lands and buildings. The court con- 
cludes the lessor and lessees were en- 
gaged in an orderly liquidation of their 
capital assets, and such properties were 
not primarily held for sale to customers 
in the ordinary course of any trade or 
business. Gain on the sales was, there- 
fore, capital gain. Altizer Coal Land Co., 
$1 TC No. 10. 


Transfer of patent rights to controlled 
corporation is a sale [Acquiescence}. 
Taxpayer as administrator of her hus- 
band’s estate transferred to her part- 
ner for a stipulated royalty the estate’s 
undivided one-half interest in a pend- 
ing patent. She owned the other half 
interest and, together with the partner, 
transferred to the partnership the ex- 
clusive right to exploit the patent, the 
partnership agreeing to pay the required 
royalty to the estate. Later the partners 
formed a corporation and assigned all 
their rights to the corporation in con- 
sideration for percentage payments. The 
court construed the transfer of the 
patent to the corporation as a sale rather 
than a license on the ground that the 
partners had acquired all the substan- 
tial rights in the patent and intended to 
and did convey all such rights to the 
corporation. Furthermore, none of the 
percentage payments to the transferor- 
stockholders represented dividends or 
compensation for services rendered. 
Their corporate salaries were deemed 
adequate and the percentage payments 
were reasonable. Hickman, 29 TC 864, 
acq. IRB 1958-41. 


*Ordinary income on subdivision and 
sale of tract originally held as invest- 
ment. ‘Taxpayer held a single 2l-acre 
tract of unimproved realty for over eight 
years. In 1951 he started to grade the 
property and caused it to be subdivided 
and sold as residential lots by an inde- 
pendent realtor. Except in connection 
with this tract, taxpayer never had any 
part in any real estate subdivision. The 
court finds taxpayer entered into a busi- 
ness when he started to improve, sub- 
divide and sell the lots, and the gain 
from sales was, therefore, taxable as 
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ordinary income. One dissent by the 
trial judge. He criticizes the findings of 
fact as being contrary to the evidence 
and the conclusions of law as being con- 
trary to the weight of judicial authority. 
Longfellow, 31 TC No. 2. 


Government took over buses; compensa- 
tion ordinary income when received 
[Certiorari denied]. During 1944-45, 
when negotiations with a union became 
deadlocked, the U. S. took over control 
of taxpayer’s transportation system. After 
Federal control ceased, taxpayer unsuc- 
cessfully sought compensation from the 
Office of Defense Transportation. In 
1948, Congress established a commis- 
sion to study the situation, and in 1952 
taxpayer received $29,000 from the U. S., 
based upon an award determined by the 
commission. The Tax Court held the 
full amount was accruable in 1952. At 
no earlier time was there certainty that 
taxpayer would receive compensation. 
The award was ordinary income, not, as 
the taxpayer argued, capital gain on an 
“involuntary conversion.” The property 
was not taken and converted; it was 
merely used. The award was a substitute 
for rental. The Eighth Circuit affirmed. 
Midwest Motor Express, Inc., cert. den., 
Sp. Ct., 10/27/58. 


Ordinary income on sale of rental units 
in defense-housing project [Certiorari 
denied]. The Commissioner determined 
that defense-housing units sold by tax- 
payer were held.primarily for sale to 
customers in the ordinary course of a 
trade or business and that the sales re- 
sulted in ordinary income rather than 
capital gain. Taxpayer challenged the 
determination; he claimed that he was 
in the business of renting defense hous- 
ing and that the sales constituted, not a 
business, but a liquidation of his invest- 
ment. After considering taxpayer’s sell- 
ing activities and the volume of sales, 
the Tax Court held that taxpayer was 
simultaneously engaged in the dual busi- 
ness operations of sales and rentals of 
housing units. The Sixth Circuit affirmed. 
Monday, cert. den., Sp. Ct., 11/10/58. 


Real estate man has ordinary income 
on sale of lots in wife’s name. Decedent 
had been engaged in the business of 
buying and developing real estate sub- 
divisions and selling the lots, principally 
to builders. The fact that title to a par- 
ticular subdivision was taken in the 
name of his wife did not entitle her to 
capital-gain treatment on the theory that 


it was purchased for her as an invest- 
ment. The court finds decedent's policy 
was and had been to take title to the 
property used in his business in the 
name of his wife, and that the property 
in question was acquired and exploited 
as a part of his regular real estate busi- 
ness. Gain on sale was, therefore, taxable 
to the decedent as ordinary income. Est. 
of Collins, 31 TC No. 26. 


Payment to cancel supply contract is 
ordinary income. Taxpayer's petroleum- 
marketing partnership entered into an 
agreement with a supplier in 1948 to 
purchase 2,250,000 gallons of gasoline 
per week. Because of a shortage in the 
supply of gasoline, the parties agreed in 
1950 to terminate the contract upon the 
payment by the supplier to the firm 
of $183,000 in “cancellation” and “ter- 
mination.” The payment is held taxable 
as ordinary income, not capital gain, 
since one of the essential elements of a 
“sale or exchange,” a transfer of prop- 
erty, was lacking. Leh, CA-9, 10/17/58. 


“Interest coupons” on bonds really 
underwriter’s commissions; it’s ordinary 
income. A school district issued bonds 
with two sets of coupons attached. One 
set, $5 per $1,000 bond maturing over 
two years. (the other set was the usual 
coupons for the entire 40 years’ life) 
was detached by the underwriter as his 
commission for sale of the bond, with 
the other set attached, to investors. ‘Tax- 
payer here, a bank, purchased the de- 
tached “secondary” coupons from the 
broker. The excess of collections of 
these coupons by the taxpayer bank over 
its cost is taxable as ordinary income. 
In reality the coupons were merely the 
broker’s commission, not interest. Nor 
can the coupons themselves be treated 
as bonds redeeemed, the cases being con- 
sistent that they are not. Rev. Rul. 58- 
536. 


DEPRECIATION 


Insurance proceeds reduce machinery 
basis from date of damage [Acquies- 
cence]. Taxpayer-partnership’s taxable 
year ended April 30. A Link-Belt shovel 
belonging to taxpayer was damaged in 
an upset and at issue is the date on 
which the upset occurred. Taxpayer 
maintaimed that the date was August 
24, 1950; the Commissioner held that 
the accident occurred on or about May 
10, 1950, and reduced the depreciable 
basis by the amount of the insurance 
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proceeds at the earlier date. The Tax 
Court found for the taxpayer. It may 
depreciate the original basis until 
August 24. Fink, 29 TC No. 118, acq. 
IRB 1958-37. 


Can deplete damages for oil wrongly 
taken. Taxpayer, an owner of oil and 
recovered an award from “tres- 
passers” equal to the proceeds of the oil 
and gas wrongfully taken. The court 
concludes taxpayer is entitled to a per- 
centage depletion allowance with regard 
to the award since it represented income 
from the exploitation of his mineral 
rights. A fortiori, he is also entitled to 
percentage depletion with regard to gross 
income earned from the operation of the 
oil and gas wells by the conservators ap- 
pointed by the local court pending the 
outcome of the action. In determining 
the gross income for depletion purposes, 
no deduction is required for the develop- 
ment and operating expenses paid by 
the trespassers, nor is such income to in- 


gas, 


clude interest upon the judgment and 
discounts earned by the trespassers and 
However, taxpayer 
had two purposes in instituting the liti- 
gation, to quiet title and to collect in- 
come, only half of the legal fees is held 
properly deductible as an expense; the 
balance, attributable to the quieting of 
title, is to be capitalized. Est. of Arnett, 
31 TC No. 33. 


conservators. since 


Aggregates originally dredged for gold 
qualify for sand and gravel depletion. 
Taxpayer leased property to remove 
rock, sand and gravel. The property had 
previously been dredge-mined for gold, 
and in that process the aggregates (rock, 
sand and gravel) had been picked up 
and then dumped back on the land 
after the gold had been extracted. The 
Commissioner contended that the aggre- 
gates thereby lost their status as natural 
deposits, and were no longer minerals 
“in place” so as to qualify taxpayer for 
a percentage depletion allowance. The 
court disagrees. The property had never 
aggregates; taxpayer 
was working a natural deposit in place 
for the first time and is entitled to the 
depletion allowance. Pacific Cement & 
Aggregates, Inc., 31 TC No. 18. 


been worked for 


Court determines amounts in purchase 
contracts attributable to covenants not 
to compete. Amounts recited in two con- 
tracts for the purchase of assets of two 
loan companies are found in part at- 
tributable to intangible assets in the na- 


ture of goodwill, and in part attributable 
to the vendor’s covenant not to compete. 
In the absence of evidence in support 
of specific allocation, the court applies 
the Cohan principle to make an appro- 
priate allocation and permits taxpayer 
to amortize the amounts it allocated to 
the covenants over the respective period 
indicated _ bythe purchase contracts. 
United Finance & Thrift Corp., 31 TC 
No. 30. 


Depreciation permitted on house used 
for storage. Reasonable depreciation is 
permitted on a house used by a partner- 
ship for storage. The court is satisfied 
that the partnership had no intention of 
demolishing it. Est. of Lamberth, 31 TC 
No. 32. 


Earliest call price determines amortiz- 
able bond premium. Taxpayers com- 
puted their deduction for amortizable 
bond premium (the bonds involved were 
Appalachian Electric and Georgia Power 
Company) by spreading the premium 
over the period from purchase to “spe- 
cial call price.” [The nature of the call 
is not specified in the short opinion.— 
Ed.|. The court upholds taxpayer’s con- 
tention. The special call price was not a 
sham. Parnell, DC Tenn., 9/24/58. 


DEDUCTIBILITY 


Contractual payments to stockholders as 
purported assignees not deductible. 'Tax- 
payer corporation was required by con- 
tract to pay a former employee 15% of 
its net profits after taxes. The court 
holds it cannot take as a business de- 
duction payments made allegedly under 
the contract, but paid to its two stock- 
holders; the stockholders failed to estab- 
lish a transfer of the contract from the 
former employee to them. On the con- 
trary, the evidence indicated that the 
stockholders had in an earlier year paid 
the employee a sum of money for can- 
cellation, rather than assignment of the 
contract. Swed Distributing Co., 31 TC 
No. 12. 


Brewery can deduct expenses of yacht 
used to entertain [Acquiescence|. The 
court accepted the testimony of the tax- 
payer’s president that the yacht owned 
by the corporation was used exclusively 
for the entertainment of distributors. 
The firm had ten salesmen, each with 
several hundred accounts. Weekends 
were assigned to a particular salesman 
who would invite his distributors for 
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trips, and no personal use was made of 
the boat. Cleveland-Sandusky Brewing 
Corp., 30 TC No. 50, acq. IRB 1958-41. 


*No deduction for payments to in- 
fluence the granting of loans. Taxpayer 
made secret payments to the officers of 
a savings and loin association for their 
assistance in arranging loans by the 
association to him. The IRS rules that 
the payments are not allowable as ordin- 
ary and necessary business expenses. The 
language of the ruling calls attention to 
the fact that secret payments of this 
type are not customary in taxpayer's 
business. “The instant payments having 
been paid secretly, the receipt of which 
was unauthorized, the nature thereof is 
other than normal, usual and customary 
in the business in which taxpayer is en- 
gaged. Compare Thomas B. Lilly, 348 
U.S. 90, which recognized that secret 
kickback payments were normal, usual 
and customary in that business.” Rev. 
Rul. 58-525. 


Accrued officers’ compensation and busi- 
ness expenses determined under Cohan 
rule [Acquiescence]. In the absence of 
evidence as to amounts paid to officers 
doing comparable work for comparable 
companies, and in the light of evidence 
as to the nature and importance of the 
work done, a reasonable value for their 
services during the fiscal year ended 
3/31/51 was arrived at under the Cohan 
rule. A similar determination was made 
of accrued business expenses for auto- 
mobile, telephone and entertainment in 
view of the lack of substantiating data 
and the acknowledged fact that the offi- 
cers of taxpayer used their cars exten- 
sively in the business and had incurred 
some expenses as claimed. Chatsworth 
Stations, Inc., 29 TC 1150, acq., IRB 
1958-41. 


Bank can’t deduct reimbursement to 
stockholder-president for bonding loss 
[Certiorari denied]. The president of 
taxpayer bank entered into an agree- 
ment bonding trustees of an estate which 
was a substantial customer of the bank. 
When the president subsequently had to 
make good on the bond, taxpayer bank 
reimbursed him. The bank received 
none of the bonding fees and was not 
legally liable on the bond. The Tenth 
Circuit held that paying the bond was 
not an ordinary and necessary expense of 
the bank. While there was a verbal 
agreement among the stockholders that 
the bank would repay any losses that the 
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president sustained on the bond, this 
was not binding on the bank and the 
payment of the expense of another is 
not deductible. Okemah National Bank, 
cert den., Sp. Ct., 10/13/58. 


Corporation can deduct drilling costs 
paid out of funds borrowed from con- 
trolling stockholder [Acquiescence]. The 
Commissioner conceded that the 95% 
stockholder of taxpayer corporation had 
lent it $175,000 in 1950. However, he 
denied a deduction in this amount (the 
loan was for the purpose of financing 
the drilling) on the ground that this was 
an unpaid accrual to a related cash-basis 
taxpayer. The Commissioner would 
allow only $6,700, the amount it ac- 
tually repaid to its stockholder in 1950 
and within 214 months thereafter. How- 
ever, the court characterized the Com- 
missioner’s position as illogical; once he 
recognized the validity of the loan, he 
must admit the expenses were paid. 
Island Gas, Inc., 30 TC No. 77, acq. IRB 
1958-43. 


Stockholders’ suit fees deductible by 
corporation [Acquiescence]|. Two stock- 
holders instituted legal action against 
taxpayer corporation and its officers to 
force repayment of certain salaries and 
to revoke the sale of stock to the presi- 
dent. A settlement was reached under 
which the fees of attorneys representing 
the stockholders were required to be 
paid by taxpayer. The court allowed the 
corporation to deduct them as ordinary 
and necessary business expenses. B. T. 
Harris Corp., 30 TC No. 58, acq. IRB 
1958-43. 


Legal fees for tax settlement deductible 
though others benefited also [Acquies- 
cence}. Taxpayer paid all the New York 
State income and unincorporated busi- 
ness taxes of the several partnerships in 
which he was a member. These were dis- 
allowed. However, the legal fees paid for 
making the tax settlement with the state 
were held to be fully deductible by the 
partner since the benefits secured in 
the settlement were primarily for his 
advantage and only incidentally for the 
advantage of the other obligors. Farns- 
worth, 29 TC 1131, acq., IRB 1958-41. 


WHAT IS INCOME 


Payments to Nazi victims excludible 
from income. Payments by West Ger- 
many to Nazi victims under its “Federal 
Supplementary Law for the Compensa- 
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tion of Victims of National Socialist 
Persecution of September 18, 1953,” as 
amended on 8/10/55 and 6/28/56, are 
in the nature of reimbursement for the 
deprivation of civil rights and are not 
taxable income. Similarly, payments to 
victims under the German “Federal Law 
on the Discharge of the Restitutory 
Monetary Obligations of the German 
Reich and Assimilated Legal Entities” 
are not taxable if the amounts do not 
exceed the basis of the property taken. 
Whether payments in excess of basis 
represent taxable income will be deter- 
mined on the basis of the facts and cir- 
cumstances of each case. Rev. Rul. 58- 
500. 


Cost-of-living allowances converted into 
basic compensation not excludible. Ter- 
ritorial cost-of-living allowances became 
part of the basic compensation of U. S. 
employees stationed outside the con- 
tinental U. S. by administrative order 
after conversion of their positions under 
the Classification Act of 1949. The IRS 
rules the allowances are not excludible 
after that date, but are taxable wages 
subject to withholding tax. Section 912 
of the Code does exempt cost-of-living 
allowances for U. S. Government em- 
ployees outside the U. S., but cost-of- 
living allowances are allowed under 
Executive Order only if basic compensa- 
tion is fixed by statute. The compensa- 
tion here ruled on was fixed by adminis- 
trative order. Rev. Rul. 58-503. 


Cemetery building trust fund held tax- 
able. Taxpayer, a cemetery corporation 
organized for profit, sold cemetery lots 
under a contract which required it to 
pay 15% of the purchase price into a 
trust fund for the erection of a chapel 
and administration building. It excluded 
this 15% from its gross income. The 
district court, however, held it taxable 
thereon since it had substantial control 
of the trust. It could modify the trust 
except to recover the payment; the 
trustees were the executive committee of 
the taxpayer. This court affirms. Grace- 
lawn Memorial Park, Inc. CA-3, 10/ 
29 /58. 


Reduction in reorganization of debt for 
deductible interest may be taxable. 
Under a plan for tax-free recapitaliza- 
tion, bond interest past due was elim- 
inated. Income was not realized, the IRS 
rules, upon the cancellation of interest 
for which a tax benefit had not been 
received on its original accrual. How- 


ever, that cancellation does increase the 
earnings and profits of the corporation 
available as dividends. If a tax benefit 
was received by the original deduction 
of any interest, its cancellation is includ- 
ible in gross income, but may be ex- 
cluded if the corporation elects to make 
proper adjustments to the basis of its 
assets pursuant to Section 108. Rev. Rul. 
58-546. 


OTHER DECISIONS 


Installment election binding. Taxpayer, 
a partnership, having elected to report 
sales of property on the installment 
basis, is held to be bound by the elec- 
tion. It could not at a later time change 
to the deferred payment recovery-of- 
cost method. It argued that, because of 
the poor financial position of the pur- 
chasers, the installment method would 
not clearly reflect its income. Est. of 
Lamberth, 31 TC No. 32. 


Commissioner’s change of position does 
not justify untimely Lifo election [Cer- 
tiorarit denied]. Because the Commis- 
sioner took the position that retailers 
could not use Liro, Macy’s, though its 
books were on Liro, did not use Liro 
for its 1942 return. After the courts held 
Liro was available to retailers, Macy’s 
filed this refund claim based on the 
use of Liro. The Second Circuit held 
that this was not a timely election. While 
it is settled under the Regulations there 
was no timely election, taxpayer claimed 
that the Regulations are not applicable 
to retailers. The court pointed out that 
the Regulations nowhere say that they 
are not applicable to retailers and that 
other courts have held they are not ap- 
plicable to retailers. The court noted 
that 70 other department stores did 
make timely elections despite the Com- 
missioner’s position and that to allow 
Macy’s to use Liro would give it the 
benefit of six years’ hindsight, R. H. 
Macy & Co., cert. den., Sp. Ct., 11/10/58. 


How to report installment profit on 
property sold subject to mortgage. ‘Tax- 
payer had, with FHA financing, erected 
rental housing. It sold a number of the 
units at a price of about $15,500 each at 
a time when the principal FHA in- 
debtedness on each was $9,400. The pur- 
chasers were to pay $6,100 over a period 
of about 10 years to the partnership, 
after which time they would receive title, 
and also to make the payments due on 
the FHA mortgage, which would require 
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a total of 14 years to be completely paid 
off. Taxpayer’s gross profit on the sale 
was about $7,000 and at issue is the 
question of which installments are to 
be deemed to represent collections of 
the profit. Taxpayer argued that the 
gross profit should be spread out over 
all the payments including the final 
four years’, which would be made direct- 
ly to FHA. Pointing out the administra- 
tive difficulties if a taxpayer is deemed 
to receive income on payments that 
never come to him, the court holds that 
profit should be spread over all pay- 
ments to the partnership or FHA up to 
the time that title passes. Thus, all the 
profit will have been reported by tax- 
payer at the end of the 10-year period. 
Est. of Lamberth, 31 TC No. 32. 


Bad debt allowed in full on debtor's 
liquidation though inability to pay in 
full had been foreseen. Taxpayer's pre- 
decessor advanced $1,700,000 to a wholly 
owned subsidiary. During the bankruptcy 
reorganization from which taxpayer 
emerged, the subsidiary’s assets were sold 
for $30,000. The court holds that tax- 
deduct the difference as a 


bad debt loss in the year of the sale of 


payer may 
the subsidiary’s assets. The advances were 
loans, not capital contributions. While, 
admittedly, the greater part of the debt 
had become worthless prior to the sale 
of the subsidiary’s assets, a taxpayer has 
the option of either taking a partial bad 
debt loss as it occurs or waiting until 
some future event fixes the amount of 
the total loss. Los Angeles Shipbuilding 
& Drydock Corp., DC Calif., 10/8/58. 


Taxpayer not in promotion business; 
loans deductible as non-business bad 
debts. Although taxpayer worked for and 
was otherwise connected with corpora- 
tions which were themselves in the busi- 
ness of promoting and financing other 
enterprises, he was not individually en- 
gaged in the business of “promoting, 
managing, financing and making loans 
to a number of corporations” so as to 
make an admittedly bad debt deductible 
as a business debt. Vreeland, 31 TC No. 
11. 


Stockholder-guarantor a business pro- 
motor; loss is ordinary. Taxpayer had 
guaranteed loans made to an automobile 
company which became insolvent. The 
court allows him to deduct the payment 
as a business bad debt. It found that 
taxpayer was in the business of promot- 
ing enterprises. He had promoted eleven 


different businesses, and for at least five 
of them he had guaranteed loans. Cal- 
houn, DC Tex. 


Plainclothesman not taxable on pay 
from job taken to get evidence. A 
policeman was assigned to take a job 
in a particular firm without disclosing 
his identity for the purpose of obtain- 
ing information. He was required to 
turn over the salary he earned on that 
job to the Police Pension Fund. The IRS 
rules he is not taxable on it. Rev. Rul. 
58-515. 


Auto insurance business of stockholder 
not attributable to auto sales corpora- 
tion. Taxpayer, an auto sales agency, 
had requested one of its employees to 
obtain a license as an insurance agent. 
Although he did some outside business, 
most of it was with the firm’s customers. 
He paid over his commissions to the 
principal stockholder who reported it as 
The 
court finds the Commissioner erred in 
including the commissions in the income 
of taxpayer-corporation, since the insur- 
ance business was not conducted by the 
corporation but by the stockholder in his 


income on his individual return. 


individual capacity. In selling the insur- 
the 
represented that he was selling it on be- 


ance, corporate employee never 
half of the corporation, but acted at all 
times on behalf of the _ stockholder. 


Gaddy Motor Co., Inc., TCM 1958-189. 


“Premiums” on mortgage loan ordinary 
income. Merely citing its recent decision 
in Bayshore Gardens, 30 TC No. 136, 
the court holds that an excess of pay- 
ment by a bank to taxpayer-builder over 
the amount of the mortgage given to it 
by the builder is a premium, not a 
finder’s fee, but that it cannot be 
amortized over the life of the mortgage. 
Sunnyhill Gardens, Inc., 31 TC No. 3. 
Similarly, Wexford Hall, Inc., TCM 
1958-182. 


Airlines’ retroactive mail pay increase 
accrued when rate was fixed [Certiorari 
denied}. 1940 was a base year for tax- 
payer’s EPT tax; it included as income 
that year additional pay for 1940 fly- 
ing at increased rates authorized by law, 
but not paid to it until 1942, because 
the Government instituted proceedings 
to determine a fair and reasonable rate. 
Noting that to include this pay in- 
crease in any other year would distort 
taxpayer’s income and excess profits tax, 
the district court held it accrued in 
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1940. The Fifth Cireuit reversed. It 
agreed with the Government's conten- 
tion that, until 1942, taxpayer could not 
know the amounts due it. The amount 
could not be estimated in 1940 with 
reasonable accuracy and thus did not 
accrue then. Delta Air Lines, cert. den., 
Sp. Ct., 11/10/58. 


Escrow payments originally expensed 
are income when refunded [Certiorari 
denied]. Upon acquisition of a defense- 
housing unit, taxpayer made escrow pay- 
ments to the mortgagee to be applied 
in payment of estimated taxes, assess- 
ments, and insurance premiums. When 
the unit was sold, the mortgagee re- 
funded the escrow accounts. The Tax 
Court heid that, since taxpayer never 
reflected the original escrow payments as 
an adjustment of the cost or selling price 
of the property, but took them as an 
expense deduction, he is required to re- 
port the refund as ordinary income. The 
Sixth Circuit affirmed. Monday, cert. 
den., Sp. Ct., 11/10/58. 


Advance rental is income under claim- 
of-right doctrine. In 1949 taxpayer- 
lessor received the last year’s rental on 
a 10-year lease as an advance payment. 
The lease contained no restriction on 
the use of the prepayment other than 
calling for its return if the property 
should be destroyed before the tenth 
year. The Tax Court held, and is here 
affirmed, that since taxpayer had un- 
fettered control of the money, and since 
the lease itself referred to the payment 
as advance “rent,” it is not a security 
deposit. It is, therefore, gross income in 
the year received under the claim-of- 
right doctrine. New Capital Hotel, Inc., 
CA-6, 10/25/58. 


Cash basis seller has no income on sale 
of stock; proceeds had to be lent to 
corporation [Acquiescence]. Taxpayer 
had agreed to sell his stock in a mining 
company and had promised the pros- 
pective buyer that the proceeds of the 
sale would be lent to the mining com- 
pany as a loan on open account. The 
court held that taxpayer, on the cash 
basis, did not realize any income in 
the year of sale in the absence of a 
showing that the proceeds were made 
immediately available to him. William- 
son Estate, 29 TC 51, acq. IRB 1958-41. 


Market value is basis for property ac- 
quired at foreclosure. A warehouse had 
been sold at a foreclosure sale for $350,- 
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000 to a bondholders’ committee which 
held $535,000 of the $550,000 in de- 
faulted bonds issued by the owner. The 
bondholders transferred the property to 
taxpayer in a tax-free exchange for $535,- 
000 of its bonds plus 535 shares of stock. 
As the bondholders could have bid in 
the property at any amount up to the 
full face value of the bonds plus in- 
terest, the basis of the warehouse for 
depreciation was held by the Tax Court 
to be its fair market value at foreclosure, 
which was determined at $450,000. 
Furthermore, in computing taxpayer's 
invested capital for its excess profits tax, 
the $450,000 value was to be allocated 
between the bonds and stock issued in 
exchange for the property. The Tax 
Court is affirmed. Merchants Warehouse 
Co., CA-6, 10/24/58. 


‘Cost of lots includes cost of sewage 
plant, though erected by a separate cor- 
poration. Taxpayers were in the busi- 
ness of selling real estate. They had a 
wholly owned corporation construct a 
sewage disposal plant on one of their 
developments to make possible the sale 
of the subdivided lots. The court finds 


January 1959 


the wholly-owned corporation retained 
only an unprofitable right and duty to 
operate the system for the benefit of the 
lot owners and holds the taxpayers 
could include the cost of the sewage 
system in the cost basis of the lots sold. 
Four judges dissent, pointing out that 
taxpayers, not the purchasers of the lots, 
own the plant and that, if taxpayers 
wished to claim its cost as a cost of the 
lots, they should not have retained it. 
Est. of Collins, 31 TC No. 26. 


“Refund taxable though expense had 
come in bank’s exempt year. The law 
creating the Federal Deposit Insurance 
Corporation provides that the FDIC is 
to repay to its member banks each year 
60% of the net amount left after meet- 
ing its expenses for that year. Taxpayer, 
who prior to 1952 was exempt by 
statute from the income tax, received a 
credit in 1952 from the FDIC based on 
its 1951 assessments. The taxpayer argues 
that it should not be taxable on this 
credit as it never received tax benefit 
from the 1951 FDIC assessment. The 
court holds that the tax benefit theory 
is not applicable here. The 1951 FDIC 


Supreme Court decides meals and lodging away 
from home issue—against taxpayer 


wx Disallowance of construction workers’ 
travel expenses upheld. The Supreme 
Court has affirmed the Fourth Circuit’s 
disallowance of the meals and lodging 
expenses of construction workers away 
from their normal place of residence. 
Taxpayers here had worked on the par- 
ticular construction project for from 
eight to 20 months and had left for per- 
sonal reasons. The Tax Court allowed 
the away-from-home expenses because it 
characterized the employment as “tem- 
porary.” The appellate court reversed, 
considering the employment “indefin- 
ite.” Upon taking a second look, the 
Supreme Court did not see the larger 
issues at stake here which had originally 
compelled it to grant certiorari. It is 
content to affirm on the ground that the 
circuit court has made a fair appraisal of 
the record. Justice Douglas, joined by 
Justices Black and Whittaker, dissent. 
They feel that the Flowers decision (326 
U.S. 465) has left open the question of 
what is a taxpayer’s “home” and that a 
proper interpretation would permit de- 
duction of travel expenses if a taxpayer's 
trade carries him from his normal fam- 
ily abode. The Flowers case set up as a 
prerequisite for deductibility that there 


be a direct connection between the ex- 
pense and the trade or business of the 
taxpayer or his employer. Peurifoy, Sup. 
Ct., 11/10/58. 


Student may not deduct travel, meals 
and lodging at Alaska summer job. 
Taxpayer, an engineering student and a 
resident of Iowa, spent his summer vaca- 
tion working as a common laborer on a 
construction job in Alaska. The employ- 
ment was to terminate on September 1, 
or earlier on the happening of certain 
contingencies. The Tax Court allowed 
the deduction of travel expenses, includ- 
ing meals and lodging, because his em- 
ployment in Alaska was so temporary 
that he couldn’t reasonably be expected 
to establish a residence there. This court 
reverses, following the Fourth Circuit’s 
decision in Peurifoy [which the Supreme 
Court has just upheld against the tax- 
payer.—Ed.] Taxpayer went to Alaska 
because he could get the best salary 
there. His travel did not further the em- 
ployer’s business; a _ sufficient labor 
supply was available in Alaska, although 
it was thought more capable men could 
be recruited from the continental U. S. 
Janss, CA-8, 10/20/58. 


assessment and the 1952 FDIC credit 
are separate transactions, even though 
the latter is computed on the basis of 
the former. Philadelphia Savings Fund 
Society, DC Penna., 9/25/58. 


Lawyer has ordinary income for un- 
collected fees on sale of partnership in- 
terest (Old Law). Taxpayer sold his 50% 
interest in his law partnership when it 
had accounts receivable of about $20,000. 
The Commissioner taxed $10,000 of the 
price of the interest as ordinary income. 
Affirming the district court, this court 
agrees. While the sale of a partnership 
is treated as the sale of a capital asset, 
the sale of the right to receive ordinary 
income is not. [The 1954 Code provides 
specific rules for treating proceeds of 
sale as ordinary income to the extent 
that they represent* unrealized receiv- 
ables.—Ed.] Tunnell, CA-3, 10/8/58. 


Abandonment loss had occurred before 
last chance to regain timber property. 
In 1938, at a time when the selling price 
of timber was less than cutting cost, tax- 
payer wrote off its investments in British 
Columbia timberlands and stopped pay- 
ing the annual license fees. However, 
under the law it had until 1940 to re- 
instate the licenses and on that ground 
claimed abandonment loss then. The 
court holds that, long prior to 1940, tax- 
payer formed the intention of abandon- 
ing the property. The loss was deduct- 
ible then, not in 1940, when it did not 
avail itself of its last opportunity to re- 
instate the licenses. Los Angeles Ship- 
building & Drydock Corp. DC Calif., 
10/8/58. 


Loss on equipment was before 1954; not 
operating loss; no carryover (Old Law). 
Taxpayer, who was in the home con- 
struction business, received restaurant 
equipment in payment of a_ business 
debt. He improved the leasehold, made 
improvements and attempted to operate 
the restaurant, which proved unsuccess- 
ful. At the end of 1953 he sold the 
equipment at a very substantial loss. The 
court finds the sale was consummated in 
1953, even though payment was not 
made until 1954, and accordingly the 
1939 Code, rather than the 1954 Code, 
is applicable. Under the 1939 Code the 
loss cannot be taken as a net operating 
loss for ¢arryback purposes since it was 
not incurred in the normal day-to-day 
operations of a business. [Under the 1954 
Code, equipment losses are operating 
losses.—Ed.] Ford, 31 TC No. 16. 
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When is it advantageous to take foreign 


earnings as royalty, not dividend? 


by ANDREW W. BRAINERD and VICTOR C. WHITE 


Does the Code provision allowing foreign tax credits for foreign royalties-deemed- 


to-be-dividends permit a tax saving to a company that could, if it chose, receive 


earnings of a ‘oreign subsidiary that way? In this article, which is adapted from 


a paper, prepared in collaboration with Victor C. 


White, which he presented at a 


Conference on the Foreign Tax Credit held by the International Management 


Association in New York this fall, Mr. Brainerd unravels the meaning of the pro- 


vision, reviews its history and purpose, and works out its application in typical cases. 


al PIECES OF LEGISLATION have been 
embodied into our tax law with less 
ceremony, and with less specific under- 
standing, than was that portion of the 
1954 Code which is said, professionally, 
to deal with the payment of royalties 
“deemed” dividends for purposes of 
computing the credit for foreign taxes 
paid. And I would suppose this situation 
to result from that common tendency 
the least 
us from questioning that which appears 


which restrains even among 
a benefit, however slight. So when, in 
our search for the moving purposes and 
the antecedents of this legislation—in 
committee hearings, in the halls of the 
Treasury and within the profession — 
we find a total absence of any evidence 
to indicate the intent or meaning of the 
law, we might properly ascribe the 
dearth of information to gratitude, 
namely that of taxpayers generally. 


Legislative purpose 

Perhaps the fairest inference that may 
be drawn from the scanty published data 
is that our legislators perceived in at 
least several foreign countries certain 
economic and monetary controls which, 
in the course of the previous ten years, 
had resulted in the suspension of divi- 
dend payments to American parent cor- 
porations from foreign subsidiaries op- 
erating there. In these situations, where 
either “know-how,” technical services, or 
specialized tangible property had been 
passed to the subsidiary, the foreign gov- 


ernment occasionally permitted a limited 
“royalty” to be paid the 
parent. Thus, a foreign subsidiary might 
find itself in a position where it earned 
net profit, upon which a foreign tax 
was paid, yet because of local edict or 
fiscal policy, it could pay no “profits” 
to its parent. This hardship ensued: The 
domestic parent continued, perhaps year 
after year, to receive income from the 
foreign subsidiary in the form of royal- 
ties. But because our did not 
previously recognize foreign taxes for 
credit unless they were in some way 
related to the receipt here of an actual 
dividend, the domestic parent neither 
had relief from such apparent double 
taxation, nor any prospect of lifting the 
burden so long as the foreign country 
forbade the payment of a technical divi- 
dend, whether in property or in the 
money unit of any country. 

It seems quite clear, therefore, al- 
though admittedly said without any 
other authority than reason, that the 
statutory purpose of IRC 902(d) em- 
braced but a single narrow purpose: To 
enable a domestic corporation having a 
foreign subsidiary located in a country 
whose fiscal or economic condition pre- 
cluded the payment of dividend to ob- 
tain a credit for foreign taxes paid on 
or with respect to royalties received 
from it. There is in the history of this 
law no record or intimation, and cer- 
tainly it is not consonant with Treasury 
policy, that some other, latent advantage 


American 


law 
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accrue to taxpayers through its passage. 
In analyzing the illustrations which fol- 
low, it will become apparent that this 
legislation has been drafted with great 
skill to effect its narrow purpose, and no 
more; moreover, in many situations its 
accomplishment deprives domestic tax- 
payers of what are sometimes referred 
to as the benefits of the “mechanical 
computation” of the foreign tax credit. 

The requirements of 902(d) are simple 
enough: They simply say that a domestic 
corporation which receives a royalty 
from a wholly owned foreign subsidiary 
engaged in “manufacturing, production, 
” shall be entitled to consider 
such royalty as a “dividend” under the 
provisions of our law which deal with 
the allowance of the foreign tax credit; 
however, no actual dividend can be 
paid in the same calendar year, and the 
royalty itself must be paid pursuant to 
an agreement under which the domestic 
corporation agrees to furnish some serv- 
ices or property therefor. The amount 
of the “dividend” recognized for pur- 
poses of the calculation of the foreign 
tax credit is limited simply to that por- 
tion of the distribution received which 
represents its fair market value, less only 
the cost to the domestic parent of fur- 
nishing the “services or property” trans- 
ferred to the foreign subsidiary to justify 
the thenceforward, the 
basis of the property in the hands of 
the domestic company remains its fair 
market yalue. 


or mining, 


payment out; 


The operating questions raised 


The introduction of this section into 
an area of our Code which remained 
substantially unchanged by the Act of 
1954 posed at once a series of highly 
complex questions, important to those 
charged with the responsibility of bring- 
ing in foreign income at the least over- 
all tax cost. True, in those situations 
where by local law no payment of divi- 
dends at all was allowed, the responsible 
person was obviously charged with no 
election: He could bring in only royal- 
ties. But what of those who had an 
election? Suppose the existence of a 
subsidiary company doing business in a 
country characterized by a strong in- 
ternal economy and hard money, which 
might pay out to its United States par- 
ent all of its earnings in dividends or 
in the form of a “royalty,” by contract. 
While perhaps not exhausting the list 
of inquiries then pertinent, certainly 
these arise: 

1. Should a full dividend be paid, or 
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foreign income as: 
A. 100% royalty under 902(d). 


D. Earnings of a branch of dom 


Foreign net income of B 
Royalty to A 


EXHIBIT. I — COMPARISON OF -TAX AT 25% 


Foreign tax rate 25% —Comparison of effective tax costs in bringing in all 


B. Partial royalty—partial dividend. 
C. 100% dividend under 902(a). 





Net income of B before foreign tax 


Foreign taxes at 25% 








Balance after foreign tax (accumu- 
lated profits) paid out to U. S. Co. 
as dividend 








U. S. taxes thereon: 
a. on royalty (52% thereof) 
b. on branch earnings 
(52% of 100) 
c. on dividend income (52% 
Less F.T.C. 
a. 100% royalty 
b. partial royalty: 
37.50/50 x 12.50 
c. 100% dividend: 75/100 x 25 


d. branch: 





Additional U. S. tax due 


Foreign taxes paid 








Effective total tax cost under each 
method 








Summary: 
Total taxes under 100% 


Tax advantage available only 


(902(a)) 


foreign income as royalty under 





Total taxes under Royalty and Branch methods . 
4, dividend method 


One-half of tax advantage lost through payment of one-half of 
Tax cost under 100% dividend method 


Tax cost under partial royalty route 





estic company. 
A. B. Cc. D. 
Partial As 
100% royalty- 100% branch of 
902(d) partial actual domestic 
royalty dividend dividend company 
100 100 100 100 
100 50 
0 50 100 100 
12.50 25 25 
0 37.50 75 
52.00 26.00 
: 52.00 
19.50 39.00 
9.375 
18.75 
25.00 
52.00 36.125 20.25 27.00 
0 12.50 25.00 25.00 
52.00 48.625 45.25 52.00 
52.00 
ie 45.25 
through mechanics of F.T.C 
eaten: «hc s2 se 6.75 
902(d) 6.75 + 2 3.375 
45.25 
48.625 








a larger amount (there being no reduc- 
tion of the royalty for foreign tax) paid 
directly to the United States by royalty? 

2. Should a partial royalty be paid 
now, dividends 
later? Clearly, the Code denies dividend 


then the balance in 
status to a royalty if a dividend is paid 
in the same calendar year; neither could 
a dividend be paid in the calendar year 
earned, and the balance as royalties 
later; the books will have been closed. 


3. If a royalty is to be paid, should 
it be paid in cash? Or should it be paid 
in property other than cash? 

4. If a royalty is to be paid in prop- 
erty other than cash, should it be in 
property having a high or a low fair 
market value relative to the adjusted 
basis in the hands of the distributing 
company? Again, should such property 
be paid in property qualifying as “in- 
ventory assets” because of the potentially 


different effect of such a distribution 
upon the earnings and profits of the dis- 
tributing foreign corporation? 

5. Should the royalty have a high or 
a low corresponding “cost” to the 
domestic parent corporation, insofar as 
the parent paid property or services in 
consideration for it? 


Demonstrative computation 


While the answers to these listed ques- 
tions cannot for the most part be formu- 
lated except in the context of a specific 
factual situation, we are able to discern 
through repeated arithmetical compu- 
tations employing several variables a 
few concrete propositions which should 
not be the subject of reasonable dispute, 
and which dispel a good deal of the 
mystery that, because of its complexity, 
has shrouded this subject. In the bal- 
ance of this paper, the attempt is made 
to share with the reader who will think 
the examples through the principles 
upon which a good part of the answers 
to those questions listed above must rest. 
Let us turn, therefore, to Exhibit I, 
which attempts to set out in simplest 
form the most obvious of these. 

In this example, domestic company A 
wholly owns foreign subsidiary B, the 
net income of which before foreign tax 
and payment of any royalty, is 100. 
Under the law of the country in which 
B operates, royalties are deductible from 
gross income; a foreign tax rate of 25% 
is assumed. A can vindicate, as a 
“deemed dividend” under IRC 902(d), 
any royalty from B to the extent of B’s 
net income diminished by applicable 
foreign taxes (to the éxtent of B’s ac- 
cumulated profits). A must make the 
simple election whether to bring in 
royalties, 
combination of the two. 


only only dividends, or a 

It is at once apparent from Exhibit 
I, comparing columns A and C, that 
at an effective foreign tax rate of 25%, 
the cost to return all of the earnings of 
B to A (after all taxes) is 6.75 more 
under the royalty method, than under 
the whole dividend method (52.00- 
45.25). This situation, of course, pre- 
supposes under column A that all of 
the foreign net income of B was paid 
“net income” 
subject to foreign taxes. It is apparent, 
too, that if all of the net income is paid 
out as a_royalty, there is neither net in- 


out to A before it became 


come nor net loss in foreign subsidiary 
B; consequently no foreign tax becomes 
payable. The statute is clear, and the 
Regulations are explicit, that a royalty 
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can be treated as a dividend only to the 
extent that the foreign subsidiary has 
and__ profits 

should be 


earnings under Section 
316 (a). It noted at once, 
however, that the inquiry as to the 
amount of “earnings and profits” under 
the distributions sections (301-317) is an 
inquiry entirely from that 
other, and equally essential, inquiry: 
What is the amount of accumulated 
profits for purposes of Section 902(d) 
and hence 902(a)? An understanding of 
this difference in 


separate 


basic fact underlies 
Section 902(d), because in making cal- 
culations under this section, a dividend 


may be paid out of 


“earnings and 
profits” without being paid out of “ac- 
cumulated profits.” A dividend out of 
“earnings and profits” will carry its pro 
rata foreign tax credit under Section 
902(a) only if it is in fact also a dividend 
out of “accumulated profits.” 

[he foregoing principle is reflected 
under column A of Exhibit I. We may 
consider that foreign subsidiary 5 al- 
ready has “accumulated earnings and 


profits” under Section 316(a) from previ- 


ous years, of any assumed amount, say 
500. -A “dividend” may, of course, be 
paid in a subsequent year out of these 
earnings and profits, but for purposes of 
the foreign tax credit, for the year in 
which the royalty of 100 was paid, no 
dividend may later be deemed to have 
been paid out of the accumulated profits 
thereof simply because there were no 
accumulated profits (foreign net income 
minus foreign taxes) for that year. 

We may now ask ourselves, why are 
the 100 units transferred from foreign 
subsidiary B to parent company A as a 
royalty, subject to 6.75 units of tax more 
than was the same income when paid 
into A in the form of an actual divi- 
dend (Column C)? This is traceable to 
the elementary proposition that, in 
effect, under the mechanics of the for- 
eign tax credit as it has been conceived 
legislatively and judicially, only the net 
amount of the dividend, rather than the 
full amount of the foreign earnings be- 
fore tax, is subjected to taxation in the 
United States at the time of receipt of 
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that all of the units of foreign earnings 


which went to pay the foreign tax 
escaped tax in this country. However, in 
the case of the “deemed” royalty under 
Section 902(d), all of what would have 
been the income of B, namely 100 units, 
was transferred from B in gross to 
domestic parent A, and all of those 100 
units were taxed in full at the 52% rate 
here. In the case of the actual dividend, 
only 75 units were subjected to the full 
United States tax, and after subtracting 
from the United States tax of 39 (52% 
of 75) the foreign tax credit “on or with 
respect to” that dividend, the total 
amount of taxes in both countries ag- 
gregated 6.75 units less than the 52 units 
payable receipt of the whole 
royalty. 


upon 


It must already have become apparent 
that, in the partial royalty-partial divi- 
dend situation, the only possible divi- 
sion is a royalty payment in the present 
year and a dividend payment or pay- 
ments in subsequent years. Upon the 
payment of a royalty to any extent what- 





























an actual dividend. This means, in turn, soever under 902(d), “accumulated 
EXHIBIT II—-COMPARISON OF TAX AT VARIOUS RATES 
Comparison of total taxes paid under royalty and dividend computations—foreign tax rates assumed at 10%, 20%, 
25%, 30% and 40%—all earnings returned to parent. 
Assumptions: 
Dom. Co. A receives cash royalty from wholly-owned foreign sub B of 200,000, constituting all of the net income of 
B before deducting royalty. Zero cost of royalty to A. 
TAX RATES AT: 10% 20% 25%, 30% 40% 
Royalty Dividend Dividend Dividend Dividend Dividend 

Net income of B before royalty paid 200,000 200,000 200,000 200,000 200,000 200,000 
Payment of royalty to A 200,000 
Effective net income of B 0 200,000 200,000 200,000 200,000 200,000 
Foreign taxes paid 20,000 40,000 50,000 60,000 80,000 
Accumulated Profits of B 0 180,000 160,000 150,000 140,000 120,000 
Dividend Paid A 180,000 160,000 150,000 140,000 120,000 
U. S. tax on distribution 

(a) 52% of 200,000 royalty 104,000 

(b) 52% of dividend ....... 93,600 83,200 78,000 72,800 62,400 
Less F.T.C. 

(a) No accumulated profits, no foreign tax 0 

acc lated profits 
o ear x foreign taxes paid 18,000 32,000 += 37,500 += 42,000» «48,000 
total profits of sub 

Balance U. S. tax due 104,000 75,600 51,200 40,500 30,800 14,400 
eet Pee eee eer 104,0001 95,600 91,200 90,500 90,800 94,400 
1This tax on royalty income remains the same in each example, regardless of foreign tax rate. 
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profits” of the foreign subsidiary are im- 
mediately depleted pro tanto. It is, 
therefore, requisite that there be ac- 
cumulated profits, in the technical sense 
of that term, as defined in 902(c), before 
any royalty deemed a dividend under 
902 (d) can be paid. 

Under column B of Exhibit I, a royal- 
ty of 50% of the original net earnings 
of B is assumed as having been paid A. 
It is apparent at once, however, that 
even though a “dividend” was paid at 
the time of the payment of the royalty, 
the amount of that dividend for pur- 
poses of the “deemed paid” dividend 
under Section 902(d) is limited to the 
amount of accumulated profits. This is 
clearly so, as the statute (Section 902(a)) 
specifically says that dividends can be 
paid only “from” the accumulated profits 
of the foreign corporation. It is also 
axiomatic, under the conceptual treat- 
ment of the foreign tax credit sections, 
that the maximum foreign tax credit 
allowable must be derived on the basis 
of accumulated profits. In this instance, 
the accumulated profits of B are easily 
determined by subtracting the foreign 
tax of 12.50 from the net foreign income 
after deducting the foreign royalty; ac- 
cumulated profits are 37.50. The maxi- 
mum amount of tax credit, therefore, 
allowable with respect to the payment 
of any actual dividends and/or any 
“deemed dividends” under 902(d) must 
be computed on the basis of accumu- 
lated. profits of 37.50. 

It is important to 
distinguish between dividends paid out 


To summarize: 


of earned surplus and dividends paid 
out of accumulated profits. The first 
of these is entitled to foreign tax credit 
only if the distribution also proceeds 
out of the second. Moreover, it is im- 
possible that dividends be paid out of 
accumulated profits for a given year 
without there also being earnings and 
profits for that year. Referring briefly 
again to Exhibit I, it is apparent that 
the foreign tax credit of 9.375 allocable 
to payments from B in column B is de- 
rived entirely from the first distribution 
of 50 paid as a royalty from B to A, as 
this one distribution used up all of the 
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units of accumulated profits that existed 
for the year (37.50). 

Bearing these principles in mind, we 
might profitably look briefly at Exhibit 
II, which isolates what appears to be a 
highly complex over-all tax divergency 
into a very simple pattern of variation. 
This exhibit compares total taxes paid 
here and abroad on all the income of 
a foreign subsidiary which is either re- 
turned as royalties or as dividends. Dif- 
ferent foreign tax rates are assumed 
from 10 to 40%. Upon the distribution 
of any part at all of the foreign net in- 
come in the form of royalty, to the ex- 
tent of the royalty paid, that income 
comes in in gross to the United States 
and is immediately subjected to 52% tax 
here. Thus, if the whole 200,000 is paid 
in as a royalty, the maximum tax of 
$104,000 applies in the United States 
(52%). No matter what occurs subse- 
quently, this will never be 
alleviated, and therefore no tax ad- 
vantage is possible therefrom. On the 
other hand, if a lesser amount is paid 
out in a royalty, still, to the extent that 
any amount was paid out in a royalty, 
the amount paid by way of royalty be- 
comes subject to full United States tax. 

The diversity in “total taxes paid” 
appears under the dividend 
columns presents a familiar pattern. It 
is the old parabolic curve which begins 
at zero, rises to approximately 6.75 
points advantage at a rate midway be- 
tween zero and 52%, namely at 26%, 
then descends to zero again at the 52% 
rate. Those familiar with the usual for- 
eign tax credit calculations have occa- 
sionally referred to this phenomenon as 
the “26%, rate advantage.” It is most 
apparent in the center dividend column 
of Exhibit II, in which a rate of 25% 
is assumed. 


amount 


which 


Thus once again to formulate con- 
clusions from these data, we know that, 
where the foreign rate is 52% or zero, 
it will make no difference whether for- 
eign earnings are paid in by way of 
royalty or by way of dividend, or indis- 
criminately, simply because there will 
always be a maximum effective rate 
either in the United States or in the 
foreign country of 52%, without distor- 
tion through the foreign tax credit. As 
the foreign tax rate rises above 52%, it 
is of course clear that a tax-saving re- 
sults from the payment of what would 
be net earnings in the foreign country 
in the form of a royalty, simply because 
such payment avoids being taxed under 
the foreign rate which exceeds our own. 


This proposition, of course, presupposes 
the deductibility of the royalty abroad. 
If the foreign royalty is not deductible 
from foreign net income, then it is 
totally immaterial whether the royalty 
is paid as such, or in the form of a divi- 
dend, simply because the foreign earn- 
ings and profits, and accumulated profits, 
will be the same for both purposes. 

Last, we might note that the so-called 
“26% rate advantage” attaches only to 
the payment of a dividend, and never 
to the payment of a royalty. Thus, in 
Exhibit I we find in its summary, a 
6.75 point advantage available when 
100% of the earnings are paid in in the 
form of a dividend. If only half of 
those earnings are paid in the form of a 
dividend, only half of this mechanical 
advantage is gained. This amount, 3.375, 
is the amount whfth was lost through 
the payment of one-half of the foreign 
income as royalty under 902(d), as is 
evident from the fact that the tax cost 
under the “partial royalty-partial divi- 
dend” route is 48.625. 

We come down, therefore, finally, to a 
consideration of whether the payment 
of property other than cash might not 
afford us some latent tax advantage. A 
careful consideration, however, of the 
basis issues which are thereby injected 
leaves us with the 
namely, that to the extent that foreign 
income is paid as‘ royalty, rather than 


same conclusion; 


as an actual dividend, we will. sacrifice 
the mechanical advantage inherent in 
the foreign tax credit computations in 
those instances where the foreign tax 
rate is less than 52 and more than zero. 
The reason for this, again, is simply that, 
when any foreign income at all is taken 
in as a royalty, it comes in in gross. The 
benefit available to us in the calcula- 
tion of the foreign tax credit derives 
originally from the fact that, when a 
domestic corporation receives an actual 
dividend from a foreign subsidiary, upon 
or with respect to which foreign taxes 
have been paid, it is not the gross 
amount of the net earnings allocable to 
that dividend which is taxed in the 
United States at 52%, but only the net 
amount of foreign income (foreign earn- 
ings after foreign tax) which is paid in 
to the domestic parent in the form of a 
dividend. This is in no way changed by 
the fact that the distribution is one in 
property other than money, or in prop- 
erty having an adjusted basis vastly 
different from that of its fair market 
value. For the purposes of the domestic 
parent, the amount of the dividend will 
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always be the fair market value less only 
the cost to it of the services or prop- 
erty transferred to obtain the royalty. 
Note that the amount of the actual pay- 
ment of royalty is taken in in gross as 
royalty income. It is only for purposes 
of the calculation of the foreign tax 
credit, as what we might call a con- 
ceptual vehicle, a means of calculation, 
that the amount of the distribution by 
way of royalty is reduced to include or 
embrace only that portion which repre- 
sents the difference between fair mar- 
ket value and cost to the parent. But the 
distinction between these two proposi- 
tions is exactly the explanation of why 
a tax benefit inheres in the so-called 
“mechanics” of the foreign tax credit 
calculation, simply the fact that in an 
actual dividend only the net amount is 
actually taxed in the United States. 
When the royalty is received, its actual 
full amount is taxed in the United 
States at the full rate here; it is only 
the tax credit itself which is cut down 
so that only that part of the royalty 
which is “profit” to the domestic parent 
gets any benefit from the foreign tax 
credit sections. 

And so it is that this statutory ve- 
hicle accomplishes the narrow purpose 
which appears to have motivated its pas- 
sage, and no more. In those instances 


where the foreign corporation has the 
alternative of either paying or not pay- 
ing dividends, there would seem to be a 
significant tax loss attendant upon the 
payment of what would otherwise be 
the earnings of the foreign corporation 
in royalties. This loss is most severe at 
rates ranging from 20% to 40%. Above 
the 52% rate in the foreign country, 
however, assuming the royalty to be 
deductible abroad, it is clearly advan- 
tageous to remove in the form of a 
royalty what would otherwise be net 
income in the foreign country, in order 
that it be taxed only at the lesser rate 
here. While it is possible to presume 
one fiction or another in the calculation 
of these amounts, no fiction can alter 
the legal facts as they exist. For example, 
if foreign earnings are 100 and the for- 
eign tax 25, we cannot “presume” that 
foreign earnings were in fact something 
other than 100, or conclude that “ac- 
cumulated profits” are a figure other 
than what the statute says they must be; 
namely, foreign earnings minus foreign 
tax, or 75 in such a situation. Thus, what 
may to some appear to be a substantial 
tax advantage, predicated on the exist- 
ence of that which is in fact not true, 
can scarcely form the basis of a * ealistic 
approach to these problems, which our 
statutes demand. wr 
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No foreign tax credit for Singapore tax 
on dividends. The British Crown Colony 
of Singapore has a tax law, similar to 
the British, under which a corporation 
from dividend payments the 
amount of corporate tax attributable 
The court 
levied on the corporation, not on the 
Thus, taxpayer must re- 
port the net dividend. He cannot report 
the gross dividend-and take credit for 
the tax, as he contended. [The tax treaty 
with Britain provides for the tax credit 
to be taken by the U. S. stockholder, but 
this treaty does not extend to Singa- 
pore.—Ed.| Brantman, DC Calif., 10/ 
20/58. 


deducts 


thereto. holds that tax is 


shareholders. 


Foreign taxes allowable only to paying 
entity; can’t be allocated among sub- 
sidiaries. A domestic parent company 
had two subsidiaries, one domestic and 
one foreign. The country in which the 
foreign subsidiary operated assessed in- 
come tax on all three. The domestic com- 
panies may take the foreign tax they 


paid as deduction or credit. Because the 
foreign subsidiary paid no dividend to 
the parent, it cannot claim a credit for 
the subsidiary’s tax. There is no statu- 
tory authority for allocating the taxes 
among the three on the basis of income 
earned. Rev. Rul. 58-518. 


Bonds of U. S. firms, destroyed abroad, 
don’t have situs here [Acquiescence]. A 
non-resident alien must pay estate tax 
on property situated in the U. S., and it 
is well settled that bonds physically 
present in the U. S. have a situs here. 
The bonds at issue here, obligations of 
a U. S. corporation, had been destroyed 
in an air raid in London in 1941. The 
Government argued that, the bonds 
being destroyed, decedent had a claim 
for reissuance against a domestic corpo- 
ration which could be prosecuted in 
U. S. courts only and is therefore an in- 
tangible property within the U. S. The 
court held that the relationship of the 
parties was not changed by the destruc- 
tion; the only effect of that was to make 
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proof more difficult. Any legal pro- 
ceeding would be merely to enforce a 
remedy, not to prosecute a claim. There- 
fore, there was no property in the U. S. 
and no estate tax was payable. Pulver- 
mann, 30 TC No. 21, acq. IRB 1958-41. 


Credit allowable for Japanese tax. 
Taxes imposed under articles 51 and 72- 
(22) of the Local Tax Law of Japan 
(but not the tax imposed under article 
52) qualify as income taxes which are 
allowable as credits against the U. S. 
income tax. Rev. Rul. 58-548. 


Ownership and leasing of property is 
not trade or business [Acquiescence}. 
Taxpayer, a United Kingdom resident 
citizen, owned one parcel of real estate 
in the U. S. which was leased in its 
entirety to one tenant. During the tax- 
able years, her only activities in addition 
to the receipt of rentals were the pay- 
ments for taxes, mortgage principal, in- 
terest, insurance premiums and minor re- 
pairs. The court held that she was “not 
engaged in trade or business in the 
U. S.” within the meaning of the U.S.- 
U.K. income tax convention and, there- 
fore, qualified for the reduced ‘tax rate 
on rentals provided therein. Herbert, 30 
TC 26, acq. IRB 1958-41. 





Hawkins new Regional 
Commissioner in San Francisco 
has an- 
nounced the appointment of Harold 
Hawkins as Regional Commissioner 
in San Francisco effective January 
1, 1959. Mr. Hawkins, who has been 
in the IRS for 31 years, came to the 
Service as an agent in Los Angeles 
after several years of private practice 
as an accountant. He is very familiar 
with the California area, having 
been Assistant District Director in 
Los Angeles and District Director 
in San Francisco before becoming 
Regional Commissioner in Omaha 
in 1957, the position he leaves to as- 
sume his new duties. 

Mr. Hawkins succeeds Ernest C. 
Wright, who retires on December 
31, 1958, after nearly 40 years. 


COMMISSIONER LATHAM 

















36 *¢ The Journal of Taxation »* 


[Andrew W. Brainerd is an attorney 
with law offices in Chicago, Illinois. 
Victor C. White is associated with him 
in his practice. The present paper is 
the distilled essence of an exhaustive 
study by Mr. Brainerd, Mr. White and 
associates. Mr. Brainerd is now on ex- 
tended trip to South America.| 





profits” of the foreign subsidiary are im- 
mediately depleted pro tanto. It is, 
therefore, requisite that there be ac- 
cumulated profits, in the technical sense 
of that term, as defined in 902(c), before 
any royalty deemed a dividend under 
902 (d) can be paid. 

Under column B of Exhibit I, a royal- 
ty of 50% of the original net earnings 
of B is assumed as having been paid A. 
It is apparent at once, however, that 
even though a “dividend” was paid at 
the time of the payment of the royalty, 
the amount of that dividend for pur- 
poses of the “deemed paid” dividend 
under Section 902(d) is limited to the 
amount of accumulated profits. This is 
clearly so, as the statute (Section 902(a)) 
specifically says that dividends can be 
paid only “from” the accumulated profits 
of the foreign corporation. It is also 
axiomatic, under the conceptual treat- 
ment of the foreign tax credit sections, 
that the maximum foreign tax credit 
allowable must be derived on the basis 
of accumulated profits. In this instance, 
the accumulated profits of B are easily 
determined by subtracting the foreign 
tax of 12.50 from the net foreign income 
after deducting the foreign royalty; ac- 
cumulated profits are 37.50. The maxi- 
mum amount of tax credit, therefore, 
allowable with respect to the payment 
of any actual dividends and/or any 
“deemed dividends” under 902(d) must 
be computed on the basis of accumu- 
lated. profits of 37.50. 

To summarize: It is important to 
distinguish between dividends paid out 
of earned surplus and dividends paid 
out of accumulated profits. The first 
of these is entitled to foreign tax credit 
only if the distribution also proceeds 
out of the second. Moreover, it is im- 
possible that dividends be paid out of 
accumulated profits for a given year 
without there also being earnings and 
profits for that year. Referring briefly 
again to Exhibit I, it is apparent that 
the foreign tax credit of 9.375 allocable 
to payments from B in column B is de- 
rived entirely from the first distribution 
of 50 paid as a royalty from B to A, as 
this one distribution used up all of the 


January 1959 


units of accumulated profits that existed 
for the year (37.50). 

Bearing these principles in mind, we 
might profitably look briefly at Exhibit 
II, which isolates what appears to be a 
highly complex over-all tax divergency 
into a very simple pattern of variation. 
This exhibit compares total taxes paid 
here and abroad on all the income of 
a foreign subsidiary which is either re- 
turned as royalties or as dividends. Dif- 
ferent foreign tax rates are assumed 
from 10 to 40%. Upon the distribution 
of any part at all of the foreign net in- 
come in the form of royalty, to the ex- 
tent of the royalty paid, that income 
comes in in gross to the United States 
and is immediately subjected to 52% tax 
here. Thus, if the whole 200,000 is paid 
in as a royalty, the maximum tax of 
$104,000 applies in the United States 
(52%). No matter what occurs subse- 
quently, this amount will never be 
alleviated, and therefore no tax ad- 
vantage is possible therefrom. On the 
other hand, if a lesser amount is paid 
out in a royalty, still, to the extent that 
any amount was paid out in a royalty, 
the amount paid by way of royalty be- 
comes subject to full United States tax. 

The diversity in “total taxes paid” 
which appears under the dividend 
columns presents a familiar pattern. It 
is the old parabolic curve which begins 
at zero, rises to approximately 6.75 
points advantage at a rate midway be- 
tween zero and 52%, namely at 26%, 
then descends to zero again at the 52% 
rate. Those familiar with the usual for- 
eign tax credit calculations have occa- 
sionally referred to this phenomenon as 
the “26% rate advantage.” It is most 
apparent in the center dividend column 
of Exhibit II, in which a rate of 25% 
is assumed. 

Thus once again to formulate con- 
clusions from these data, we know that, 
where the foreign rate is 52% or zero, 
it will make no difference whether for- 
eign earnings are paid in by way of 
royalty or by way of dividend, or indis- 
criminately, simply because there will 
always be a maximum effective rate 
either in the United States or in the 
foreign country of 52%, without distor- 
tion through the foreign tax credit. As 
the foreign tax rate rises above 52%, it 
is of course clear that a tax-saving re- 
sults from the payment of what would 
be net earnings in the foreign country 
in the form of a royalty, simply because 
such payment avoids being taxed under 
the foreign rate which exceeds our own. 


This proposition, of course, presupposes 
the deductibility of the royalty abroad. 
If the foreign royalty is not deductible 
from foreign net income, then it is 
totally immaterial whether the royalty 
is paid as such, or in the form of a divi- 
dend, simply because the foreign earn- 
ings and profits, and accumulated profits, 
will be the same for both purposes. 

Last, we might note that the so-called 
“26% rate advantage” attaches only to 
the payment of a dividend, and never 
to the payment of a royalty. Thus, in 
Exhibit I we find in its summary, a 
6.75 point advantage available when 
100% of the earnings are paid in in the 
form of a dividend. If only half of 
those earnings are paid in the form of a 
dividend, only half of this mechanical 
advantage is gained. This amount, 3.375, 
is the amount whith was lost through 
the payment of one-half of the foreign 
income as royalty under 902(d), as is 
evident from the fact that the tax cost 
under the “partial royalty-partial divi- 
dend” route is 48.625. 

We come down, therefore, finally, to a 
consideration of whether the payment 
of property other than cash might not 
afford us some latent tax advantage. A 
careful consideration, however, of the 
basis issues which are thereby injected 
leaves us with the same conclusion; 
namely, that to the extent that foreign 
income is paid asa royalty, rather than 
as an actual dividend, we will sacrifice 
the mechanical advantage inherent in 
the foreign tax credit computations in 
those instances where the foreign tax 
rate is less than 52 and more than zero. 
The reason for this, again, is simply that, 
when any foreign income at all is taken 
in as a royalty, it comes in in gross. The 
benefit available to us in the calcula- 
tion of the foreign tax credit derives 
originally from the fact that, when a 
domestic corporation receives an actual 
dividend from a foreign subsidiary, upon 
or with respect to which foreign taxes 
have been paid, it is not the gross 
amount of the net earnings allocable to 
that dividend which is taxed in the 
United States at 52%, but only the net 
amount of foreign income (foreign earn- 
ings after foreign tax) which is paid in 
to the domestic parent in the form of a 
dividend. This is in no way changed by 
the fact that the distribution is one in 
property other than money, or in prop- 
erty having an adjusted basis vastly 
different from that of its fair market 
value. For the purposes of the domestic 
parent, the amount of the dividend will 
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always be the fair market value less only 
the cost to it of the services or prop- 
erty transferred to obtain the royalty. 
Note that the amount of the actual pay- 
ment of royalty is taken in in gross as 
royalty income. It is only for purposes 
of the calculation of the foreign tax 
credit, as what we might call a con- 
ceptual vehicle, a means of calculation, 
that the amount of the distribution by 
way of royalty is reduced to include or 
embrace only that portion which repre- 
sents the difference between fair mar- 
ket value and cost to the parent. But the 
distinction between these two proposi- 
tions is exactly the explanation of why 
a tax benefit inheres in the so-called 
“mechanics” of the foreign tax credit 
calculation, simply the fact that in an 
actual dividend only the net amount is 
actually taxed in the United States. 
When the royalty is received, its actual 
full is taxed in the United 
States at the full rate here; it is only 
the tax credit itself which is cut down 
so that only that part of the royalty 
which is “profit” to the domestic parent 
gets any benefit from the foreign tax 
credit sections. 

And so it is that this statutory ve- 
hicle accomplishes the narrow purpose 
which appears to have motivated its pas- 
sage, and no more. In those instances 


amount 


where the foreign corporation has the 
alternative of either paying or not pay- 
ing dividends, there would seem to be a 
significant tax loss attendant upon the 
payment of what would otherwise be 
the earnings of the foreign corporation 
in royalties. This loss is most severe at 
rates ranging from 20% to 40%. Above 
the 52% rate in the foreign country, 
however, assuming the royalty to be 
deductible abroad, it is clearly advan- 
tageous to remove in the form of a 
royalty what would otherwise be net 
income in the foreign country, in order 
that it be taxed only at the lesser rate 
here. While it is possible to presume 
one fiction or another in the calculation 
of these amounts, no fiction can alter 
the legal facts as they exist. For example, 
if foreign earnings are 100 and the for- 
eign tax 25, we cannot “presume” that 
foreign earnings were in fact something 
other than 100, or conclude that “‘ac- 
cumulated profits” are a figure other 
than what the statute says they must be; 
namely, foreign earnings minus foreign 
tax, or 75 in such a situation. Thus, what 
may to some appear to be a substantial 
tax advantage, predicated on the exist- 
ence of that which is in fact not true, 
can scarcely form the basis of a realistic 
approach to these problems, which our 
statutes demand. * 


New foreign decisions this month 





No foreign tax credit for Singapore tax 
on dividends. The British Crown Colony 
of Singapore has a tax law, similar to 
the British, under which a corporation 
payments the 
amount of corporate tax attributable 
The that tax is 
levied on the corporation, not on the 
Thus, 


deducts from dividend 


thereto. court holds 


shareholders. taxpayer must re- 
port the net dividend. He cannot report 
the gross dividend .and take credit for 
the tax, as he contended. [The tax treaty 
with Britain provides for the tax credit 
to be taken by the U. S. stockholder, but 
this treaty does not extend to Singa- 
pore.—Ed.| Brantman, DC Calif., 10/ 
20/58. 


Foreign taxes allowable only to paying 
entity; can’t be allocated among sub- 
sidiaries. A domestic parent company 
had two subsidiaries, one domestic and 
one foreign. The country in which the 
foreign subsidiary operated assessed in- 
come tax on all three. The domestic com- 
panies may take the foreign tax they 


paid as deduction or credit. Because the 
foreign subsidiary paid no dividend to 
the parent, it cannot claim a credit for 
the subsidiary’s tax. There is no statu- 
tory authority for allocating the taxes 
among the three on the basis of income 
earned. Rev. Rul. 58-518. 


Bonds of U. S. firms, destroyed abroad, 
don’t have situs here [Acquiescence]. A 
non-resident alien must pay estate tax 
on property situated in the U. S., and it 
is well settled that bonds physically 
present in the U. S. have a situs here. 
The bonds at issue here, obligations of 
a U. S. corporation, had been destroyed 
in an air raid in London in 1941. The 
argued that, the bonds 
being destroyed, decedent had a claim 
for reissuance against a domestic corpo- 
ration which could be prosecuted in 
U. S. courts only and is therefore an in- 
tangible property within the U. S. The 
court held that the relationship of the 
parties was not changed by the destruc- 
tion; the only effect of that was to make 


Government 
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proof more difficult. Any legal pro- 
ceeding would be merely to enforce a 
remedy, not to prosecute a claim. There- 
fore, there was no property in the U. S. 
and no estate tax was payable. Pulver- 
mann, 30 TC No. 21, acq. IRB 1958-41. 


Credit allowable for Japanese tax. 
Taxes imposed under articles 51 and 72- 
(22) of the Local Tax Law of Japan 
(but not the tax imposed under article 
52) qualify as income taxes which are 
allowable as credits against the U. S. 
income tax. Rev. Rul. 58-548. 
Ownership and leasing of property is 
not trade or business [Acquiescence]. 
Taxpayer, a United Kingdom resident 
citizen, owned one parcel of real estate 
in the U. S. which was leased in its 
entirety to one tenant. During the tax- 
able years, her only activities in addition 
to the receipt of rentals were the pay- 
ments for taxes, mortgage principal, in- 
terest, insurance premiums and minor re- 
pairs. The court held that she was “not 
engaged in trade or business in the 
U. S.” within the meaning of the U.S.- 
U.K. income tax convention and, there- 
fore, qualified for the reduced ‘tax rate 
on rentals provided therein. Herbert, 30 
TC 26, acq. IRB 1958-41. 





Hawkins new Regional 
Commissioner in San Francisco 


LATHAM has an- 
nounced the appointment of Harold 
Hawkins as Regional Commissioner 


COMMISSIONER 


in San Francisco effective January 
1, 1959. Mr. Hawkins, who has been 
in the IRS for 31 years, came to the 
Service as an agent in Los Angeles 
after several years of private practice 
as an accountant. He is very familiar 
with the California area, having 
been Assistant District Director in 
Los Angeles and District Director 
in San Francisco before becoming 
Regional Commissioner in Omaha 
in 1957, the position he leaves to as- 
sume his new duties. 

Mr. Hawkins succeeds Ernest C. 
Wright, who retires on December 
31, 1958, after nearly 40 years. 
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New law may end privilege on IRS records, 


Agents’ testimony, in civil tax litigation 


by J. BRUCE DONALDSON 


One of the most vexing problems facing the attorney trying a tax case is the admin- 


istrative cloak with which the Commissioner surrounds documents in his possession 


and testimony of his Revenue Agents in most tax litigations. Frequently, vital in- 


formation can be withheld under this cloak of privilege and the taxpayer’s attorney 


is under a great handicap in proving his case. A new law enacted in August may be 


the undoing of this privilege and may lead to unblocking such evidence. Mr. Don- 


aldson, a former special attorney for the IRS, is particularly well qualified to evalu- 


ate the significance of the coming change. 


ITIGATION IN THE TAX AREA, aS in all 
L other areas of adversary proceedings, 
should be vigorously conducted. The 
critical objective in presenting a case is 
to convince. Any admissible evidence 
which tends to persuade should be ac- 
tively sought and forcefully presented. 

In civil tax litigation, it is often im- 
portant to place before the court records 
of the Commissioner or testimony of the 
examining Revenue Agent. Counter- 
balancing the importance of this evi- 
dence to the taxpayer is the position of 
the IRS that a privilege protects such 
information from disclosure. 


The privilege 

Section 7213 of the 1954 Code pro- 
vides in part, with respect to officers and 
employees of the United States’ disclos- 
ing information, as follows: 

“Federal Employees and Other Per- 
sons. It shall be unlawful for any officer 
or employee of the United States to 
divulge or to make known in any man- 
ner whatever not provided by law to any 
person the amount or source of income, 
profits, losses, expenditures, or any par- 
ticular thereof, set forth or disclosed in 
any income return, or to permit any in- 
come return or copy thereof or any book 
containing any abstract or particulars 
thereof to be seen or examined by any 


” 


person except as provided by law; .. 
(emphasis added) . 
The Supreme Court has held that the 


phrase “provided by law” as it appears 
in Section 7213 includes requirements 
by a judicial body, or quasi judicial 
body, to testify in response to its lawful 
judicial process, and that, therefore, a 
Revenue Agent is not restricted by the 
section from giving testimony in re- 
sponse to lawful judicial process. Blair 
v. Oesterlein Machine Co. 275 U.S. 220. 
Presumably, records and documents 
which are subject to a proper subpoena 
duces tecum fall within the rule of the 
Oesterlein case. Therefore, the section 
does not afford the IRS a privilege. 

In actual practice the Commissioner, 
in asserting privilege with respect to 
Service records and Revenue Agents’ 
testimony, most commonly places re- 
liance upon Treasury Regulation 12, 
Article 80, as amended, Mim. 6727, 
1952-1 CB 234. This Regulation was pro- 
mulgated pursuant to Section 161, U. S. 
Revised Statutes which authorizes the 
head of each executive department of 
the Government to publish regulations 
with respect to its employees and records 
as follows: 

“Sec. 161. The head of each Depart- 
ment is authorized to prescribe regula- 
tions, not inconsistent with law, for the 
government of his Department, the con- 
duct of its officers and clerks, the distri- 
bution and performance of its business 
and the custody, use and preservation 
of the records, papers and property ap- 
pertaining to it.” 


Promulgated pursuant to Section 161, 
Treasury Regulation 12, Article 80, in 
pertinent part, provides: 

“Art. 80. Contents Not To Be Dis- 
closed Without Permission. All records 
in the offices or in charge of officers of 
internal revenue, responsible or sub- 
ordinate, are in their custody and con- 
trol for Government purposes only. 
They have no control and no discretion 
with regard to the use of them for any 
other purpose... . 

“Except as otherwise provided in the 
preceding paragraph internal revenue 
officers are hereby prohibited from giving 
out any records, or any copies thereof, to 
private persons or to local officers, or to 
produce such records or copies thereof, 
in a state court, whether in answer to 
subpoena duces tecum or otherwise, or 
to testify to facts coming to their knowl- 
edge in their official capacities without 
express authority from the Commis- 
sioner..." 

The Regulation has been sustained 
and held to provide a privilege to a 
Commissioner, and his officers and 
agents, who refuse to testify or produce 
documents on the basis that such action 
would be violative of the Regulation. 
Boske v. Comingore, 177 U.S. 459. It is 
important to observe, however, that the 
Supreme Court, in sustaining the Regu- 
lation, placed its decision on the ground 
that Section 161 expressly authorized 
promulgation of Regulation 12, Article 
80, and that the Regulation was, in con- 
tent, within the statutes’ authorization. 

Until quite recently, the legal climate 
was favorable to the Commissioner and 
the privilege seemed well rooted. Of 
late, however, the wind has changed and, 
although it is too early precisely to fore- 
cast, it appears the change may, in part, 
uproot the privilege. 


New legislation and evolving precedent 

On August 12, 1958, Congress ex- 
panded the area of public information 
by narrowing the authority of executive 
agencies to promulgate regulations which 
withheld information or records from 
the public. Public Law 85-619, 85th 
Congress, amended section 161, U |S. 
Revised Statutes, by adding to that sec- 
tion the following sentence: “This sec- 
tion does not authorize withholding in- 
formation from the public or limiting 
the availability of records to the public.” 
The revision is short, but the congres- 
sional intention and meaning is clear. 
Regulations promulgated under the au- 
thority of Section 161 with regard to the 
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conduct of its employees and the use of 
its records, if the effect of the Regula- 
tions is to deny information to the 
public, are invalid. It seems probable, 
therefore, that Regulation 12, Article 80, 
to the extent relied upon as affording 
absolute privilege in a judicial proceed- 
ing, is no longer valid. Since the Boske 
case, which upheld the Regulation, rests 
authority for the Regulation upon Sec- 
tion 161, that case is no longer good 
precedent. 

One month earlier, in July 1958, two 
cases precisely in point were decided 
which held, in a proceeding in which 
the Director of Internal Revenue was 
a party, that no prvilege existed under 
Regulation 12, Article 80. Melvin Build- 
ing Corp. v. Long (DC ND IIL) 6/27/58, 
appeal pending CA-7; Mensik v. Long 
(DC ND Ill.) 6/27/58 rev’d. on other 
erounds CA-7, 1958. 

In combination, these recent develop- 
ments place in serious doubt the privi- 
lege which the Commissioner has, until 
lately, enjoyed. 


Arguments against the privilege 


marshaled 
against the existing privilege in an abso- 


Five arguments can be 
lute form. 

1. Under Section 161 U. S. Revised 
Statutes, as amended, the Commissioner 
is prohibited from publishing a Regula- 
tion with respect to the conduct of his 
employees and the use and custody of 
his records which would have the effect 
of denying information or records to 
the public. Regulation 12, Article 80, in 
present form authorizes “withholding of 
[and] limiting the avail- 
ability of records to the public,” and 
hence, when asserted as a ground for 
privilege in a judicial proceeding, is 
invalid and gives rise to no privilege 

2. Section 7213, 1954 Code, represents 
specific enactment by Congress on the 
subject of disclosure of information with 
respect to returns. That section, as in- 
terpreted by the Supreme Court, does 
not provide a privilege if the informa- 
tion is sought pursuant to lawful process 
in a judicial, or quasi judicial, proceed- 
ing. Insofar as Regulation 12, Article 80 
covers the same information subject mat- 
ter as section 7213, the Regulation at- 
tempts to restrict information in a man- 
ner more narrow than the express statu- 
tory provision dealing with disclosure. 

3. Careful reading of Regulation 12, 
Article 80, brings to the surface the 
significant fact that under the language 
it has application only to proceedings in 


information... 


state courts; no restriction appears to 
be placed upon Internal Revenue officers 
or agents from testifying or producing 
documents in a Federal court. 

4. The Regulation under considera- 
tion, if interpreted to afford*the Com- 
missioner a privilege against testimony 
by his officers and employees and the 
production of documents, violates due 
process. Under the Regulation the Com- 
missioner, in litigation to which he is a 
party, is in a position to elect to offer 
testimony or documents if the evidence 
aids his cause and draw the curtain of 
privilege if it is detrimental. Such a rule 
is repugnant to procedural due process. 
Moreover, the Regulation seeks to confer 
upon the head of an executive agency, 
the Commissioner, the power to deter- 
mine, without standard, the testimony to 
be made available in a judicial proceed- 
ing. As such the Regulation attempts to 
usurp the judicial function of determin- 
ing admissible evidence. 

5. The present posture of precedent 
acknowledges no privilege to the Com- 
missioner with respect to the testimony 
of his agents and the production of docu- 
ments in litigation to which he is a 
party. Melvin Building Co. v. Long, 
supra; Mensik et al. v. Long, supra; 
Brewer v. Bassett 2 FRD 1; Certain 
Parcels of Land, Inc. 15 FRD 224. 

These are, of course, arguments rather 
than objective appraisals of the current 
law. Presently the legal situation is fluid 
and no definite rule has hardened. Al- 
though evolutionary outcome is too full 
of diverse possibilities to make accurate 
prediction, the tendency appears to re- 
move the decision as to production of 
evidence out of the hands of the Com- 
missioner and place determination in 
the court. 


Suggested procedure 


It should not be concluded that, in 
the absence of an absolute privilege, the 
Commissioner, with respect to Service 
records and Agent’s testimony, is with- 
out protection. Such a result is neither 
a prudent prediction nor a desirable 
state of affairs. As with evidence of every 
type, the requirements of materiality 
and legal relevancy will prevent general 
forays into this information area. More- 
over, practical observation of judicial 
attitude teaches that, when the United 
States or one of its agencies resists the 
production of evidence, a court properly 
inquires critically into the importance of 
the evidence in relation to the issue for 
decision. Only if the information is 
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[Mr. Donaldson is associated with the 
Detroit law firm of Raymond, Chirco & 
Fletcher. | 





realistically necessary and production 
does not harm the United States is pro- 
duction required. 

The following procedure is recom- 
mended if it is desirable to place be- 
fore the court records of the Commis- 
sioner or testimony of a Revenue Agent. 

First, a registered letter should be 
directed to the Commissioner of Internal 
Revenue, requesting that the desired 
records or testimony be made available 
for presentation in the judicial proceed- 
ing. The request should refer specifically 
to Regulation 12, Article 80, identifying 
the litigation, and set out specifically the 
records requested and the agents whose 
testimony is sought. A general statement 
informing the Commissioner of the 
issues involved and the importance of 
the evidence sought should be included. 

The purpose of the letter is twofold. 
Should authority be granted, the in- 
formation is available for introduction 
without further effort; should the Com- 
missioner refuse, it can be demonstrated 
that administrative procedures for se- 
curing the been ex- 
hausted. 


evidence have 

Second, pleading in the case should be 
drawn in such a manner as clearly to 
frame the issues with respect to which 
the evidence is sought. From the plead- 
ing, the materiality and relevancy of the 
evidence should be apparent. 

Third, as to the which 
IRS records are sought, a properly pre- 
pared subpoena duces tecum should be 
served upon the Commissioner and upon 
the District Director in whose offices the 
records are located. Since Regulation 
12, Article 80, purports to retain pos- 
session of the documents in the Commis- 
sioner and entrust only custody for 
limited purpose in the District Director 
and his Agent, caution requires issu- 
ance of a subpoena upon each. As to 
testimony, an appropriate subpoena 
should be served upon the officer or 
agent whose testimony is desired. 

Fourth, upon calling the witness to 
the stand, the court should be informed 
that the witness is called as an adverse 
witness and request should be made for 
right of cross examination. In the district 
court such request is made pursuant to 
Rules of Civil Procedure; in the Tax 
Court the appropriate rule is Rule 31 
of the Tax Court's Rules of Practice. 

Fifth, a memorandum of law should 


situation in 
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be prepared for submission to the court 
in the event the question of privilege 
arises. Thorough preparation requires 
anticipation of resistance on the part 
of the Commissioner. 


Conclusion 


Often evidence consisting of records 
of the Commissioner or testimony of a 
Revenue Agent can be important to the 
outcome of a case. Under current law, 
it is absolute 
evidentiary privilege enshrouds such evi- 


doubtful whether an 
dence. If this type evidence has per- 
suasive value, careful procedural steps 
should be taken in order to obtain ad- 
mission of the records or testimony in 
evidence. 5 





New decisions 


Overpayment cannot be credited against 
another’s tax; waiver not accepted. 'Tax- 


payer was actively managing his brother's 
corporate business. The Commissioner 
determined that certain income reported 
by taxpayer should properly have been 
reported by the corporation. It was, 
therefore, determined that taxpayer was 
entitled to a refund and the corporation 
had a deficiency. To settle the matter, 
taxpayer agreed to waive the refund and 
have it credited against the corporate tax 
liability. However, this offer was never 
properly accepted by the Commissioner. 
The court holds that, in the absence of 
such acceptance, the Commissioner had 
no right to make the credit, and must 
refund the overpayment to taxpayer. 
Hussey, DC Calif., 9/30/58. 


Beneficiary of annuity not liable as 
transferee. In Stern (357 U.S. 51) the 
Supreme Court held that the beneficiary 
of an insurance policy was not subject to 
Federal 


transferee taxes 


owed by the insured if state law exempt- 


liability for 


ed the proceeds from the claims of 
creditors generally. This principle is here 
extended to the beneficiaries of refund 
annuities. The court concludes from its 
examination of applicable Michigan law 
that the beneficiary is protected from 
the claims of creditors. Ott, DC Mich., 
9/25/58. 


Tax is paid by allowance of credit on 
date schedule is signed. Taxpayer had 
deficiencies for some years and over- 
payments for others. On January 2, 
1952, a Schedule of Overassessments ap- 
plying the overpayments as credits was 
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signed by a Deputy Commissioner. Some 
time later’the proper entries were made 
in the local District Director’s office. 
Taxpayer's refund claim was filed Janu- 
ary 6, 1954. This court affirms the lower 
court’s holding that, for purposes of the 
two-year statute of limitations on refund 
claims, the date on which the Commis- 
sioner signs the Schedule of Overassess- 
ments governs. Since this date was more 
than two years before the claim was 
filed, the claim is barred by the statute 
as to the amount credited. Rahr Malt- 
ing Co., CA-7, 10/24/58. 


Assessment without deficiency notice is 
enjoined; waiver was accepted. Taxpayer 
was granted an injunction by the district 
court against the assessment or collection 
of tax prior to the issuance of the regu- 
lar 90-day letter. Taxpayer had executed 
a waiver of restriction, but had added a 
provision that the waiver was condi- 
tioned on the acceptance of any offer 
in compromise of the tax. This court 
affirms. The waivers were inoperative be- 
cause the offer was never accepted. If 
the waivers themselves are offers in com- 
promise, they were never properly ac- 
cepted. It is beyond the power of the 
District Director to accept a compromise 
over $500 and, if his action is construed 
as an acceptance of the offer, it must be 
held illegal. Steiner, CA-7, 10/16/58. 


No injunction to restrain collection. 
The Tax Court entered an order that 
taxpayer was liable as transferee for 
an income tax deficiency. The order was 
not appealed. The court dismisses this 
suit for an injunction to restrain collec- 
tion. The Code prohibits such suits ex- 
cept in rare cases. Schaffner, DC Penna., 
10/3/58. Similarly, where taxpayer 
argued that collection would deprive 
him of his livelihood. England, DC IIl., 
9/3/58. 


Government’s right of set-off not limited 
to same transaction [Certiorari denied]. 
Taxpayer's refund claim was based on 
additional foreign taxes. 
claim, the Government 
sought to set off the additional tax aris- 
ing from an excessive deduction allowed 
the taxpayer in that taxable year for 
accrued bond interest. Affirming the dis- 
trict court, the Second Circuit court held 
the set-off allowable. The refund claim 
and the set-off need not arise from .the 
same transaction. When a taxpayer seeks 
a refund, he must be content to allow his 
tax for the same year to be corrected 


credit for 
Against this 


for errors through which he has profited. 
No additional deficiency could be re- 
covered from the taxpayer here because 
the statute of limitations had run. Cuba 
Railroad Co., cert. den., Sp. Ct., 10/13/ 
58. 


IRS inspection allowed despite previous 
audit and pending Tax Court action 
[Certiorari denied]. The Second Circuit 
affirmed an order for enforcement of an 
IRS summons. Although a petition was 
pending before the Tax Court, the 
examination might be relevant to deter- 
mine an additional deficiency or be 
pertinent to the liability for other years. 
Further, the provision of Section 7605, 
restricting the Service to one inspection, 
was not applicable; the previous exam- 
ination was merely cursory and did not 
constitute an inspection under the sta- 
tute. The court noted that there was 
a possibility of fraud here. National 
Plate & Window Glass Co., 
Sp. Ct., 10/13/58. 


cert. den., 


Taxpayer's argument in court, not in 
return filed, tests inconsistency in posi- 
tion. In a prior decision the court held 
that sales of cattle in December 1945 
by taxpayer, a rancher, the proceeds 
from which were received in 1946, were 
not income in 1946, the year being 
litigated. The court now holds that the 
Code provisions lifting the statute of 
limitations are not applicable to 1945. 
The Commissioner cannot open that 
year because the prior determination 
(the 1946 decision) did not adopt a posi- 
tion maintained by taxpayer inconsistent 
with the erroneous exclusion from 1945 
income. Taxpayer’s original return was 
filed on a hybrid basis (cash receipts plus 
inventories). It had argued, however, in 
the case that the cash method was 
proper, and that position would be con- 
sistent with exclusion from 1945, as well 
as inclusion in 1946. Also, in the earlier 
decision involving 1946, the court sus- 
tained taxpayer’s contention that the 
opening inventory should be increased 
to reflect a proper valuation method. 
Accordingly, a correction by the Com- 
missioner of the closing inventory for 
1945 under Sections 1311-1315 is held to 
be unauthorized. So Relle, 31 TC No. 29. 


Assessment on ambiguous return upheld 
despite lack of 90-day letter [Certiorari 
denied}. The excess profits tax returns 
filed by taxpayer for the years 1942-1945 
were mere skeletons giving only its name 
and address and stating that it regarded 
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itself as exempt because of its connection 
with foreign trade. In 1945, being con- 
whether these were statutory 
returns, it filed amended ones, complete 
down to computation of tax, and re- 
peated its explanation of why it made 
no payment. The Commissioner entered 
the amount of tax as an assessment and 
did collect it, but never issued a de- 
ficiency notice—the 90-day letter which 
permits petition to the Tax Court. Tax- 
payer sued for refund on the ground 
that, because of the lack of the deficiency 
notice, no statutory assessment was made 
(and could not then be made because of 
the expiration of the time within which 
the Commissioner can assess tax). Tax- 
payer pointed out that the Code spe- 
cifically authorizes refund of taxes paid 
without a valid assessment. Commenting 
that it did not understand why the Com- 
missioner failed to issue a 90-day letter, 
the Court of Claims 


cerned 


concluded that, 
given the ambiguous amended return, 
the attempted assessment was not a 
nullity. Filing a complete return is a 
self-assessment and, if payment is not 
attached, the IRS proceeds to collection 
without assessment. On the other hand, 
if the IRS treated taxpayer’s return as 
no return, taxpayer would be subject to 
penalty for failure to file. Nor was the 
court persuaded by taxpayer’s argument 
that failure to issue the deficiency notice 
denied it the right to go to the Tax 
Court and litigate its exemption without 
paying tax. It is well settled taxpayer 
could have obtained an_ injunction 
against collection of tax until the 90- 
day letter was issued. Finally, the court 
noted that the Code, in allowing refund 
where there was no statutory assessment, 
is more favorable to the taxpayer than 
the usual equity rule that refund is al- 
lowable only if the tax is in fact over- 
paid. The courts, therefore, should in- 
terpret this provision quite narrowly. 
Lyddon & Co., cert. den., Sp. Ct., 10/ 
13/58. 


Tax Court has no jurisdiction unless 
IRS assesses deficiency. The Tax Court 
had before it a whole series of years for 
review, some for income tax and others 
for EPT. The court did not make a de- 
termination as to two of the years, in 
which the Commissioner did not claim 
deficiency in the particular tax (one is 
income, the other declared-value EPT). 
This court sustains the Tax Court's de- 
termination against the taxpayer’s con- 
tention that there should have been a 
determination of an overassessment for 


those two taxes. The Tax Court has 
no jurisdiction until the’ Commissioner 
determines a deficiency. Crowell-Collier 
Publishing Co., CA-2, 10/7/58. 


Social Security “wages” on serviceman’s 
W-2 won't agree with income tax 
“wages.” The amount shown as “wages” 
on the social security information por- 
tion of the W-2 statement furnished a 
member of the uniformed services on 
active duty will not necessarily be the 
same as that shown for income tax with- 
holding purposes. “Wages” for social se- 
curity tax include only basic pay, where- 
as income tax “wages” include other 
amounts such as sea and foreign duty 
pay, hazardous duty pay and diving 
pay. Rev. Rul. 58-532. 


Charge for preparing abstracts increased. 
The charge for preparing abstracts of 
income tax returns and documents for 
state governments has been increased 
from $1.50 to $2.50 per hour effective 
January 1, 1959. [See 9 JTAX 304.—Ed.] 
Rev. Pro. 58-15. 


Substitute W-2 forms acceptable. Stand- 
ards for reproduction of 1959 W-2 forms 
for filing purposes are outlined in Rev. 
Pro. 58-17. 


Wife liable; transfer of insurance poli- 
cies was fraudulent. After an investiga- 
tion of taxpayer’s income tax liability 
was begun, taxpayer gave his insurance 





Tax Court decisions en World War II 
EPT abnormalities final. This court 
holds that Tax Court decisions on ab- 
normality under the World War II 
excess profits tax cannot be appealed. 
The legislative history of Section 7482 
and Section 7483 of the 1954 Code shows 
that they were not intended to repeal 
Section 732(c) of the 1939 Code, which 
provided that Tax Court decisions on 
questions involving abnormalities would 
be final. Crowell-Collier Publishing Co., 
CA-2, 10/7/58. 


Payments to officer’s widow qualify as 
“abnormal deduction” [Acquiescence]. 
Payments made by a corporation to the 
widow of its president are, for EPT 
purposes, a class of deductions separate 
and distinct from routine salaries and 
qualify as abnormal deductions in the 
base period, which are not a cause or 


New excess profits tax decisions 
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policies to his wife. Since the transfers 
rendered him insolvent, and were made 
with intent to hinder and defraud the 
Government, the court holds the wife 
liable as transferee for taxpayer's tax 
deficiencies. Bowlin, 31 TC No. 22. 


Widow-beneficiary not liable as trans- 
feree [Acquiescence]. Based on the Stern 
decision, the court held a beneficiary of 
life 
feree for unpaid income taxes of the 
decedent, where under the applicable 
state law the proceeds are not subject 
to creditor’s claims. Bingham, 30 TC No. 
91, acq., IRB 1958-41. Similarly, Meyers, 
30 TC No. 68, acq., IRB 1958-41. 


insurance was not liable as trans- 


Assessment to which overpayment had 
been credited was invalid. The IRS 
credited an overpayment for 1943 against 
a deficiency for 1945 and allowed no in- 
terest. The district court held that this 
was proper because the 1943 tax pay- 
ment (later held to be an overpayment) 
was made after the assessment of 1945 tax. 
This court reverses. It finds the ’45 assess- 
ment improper. Snyder, CA-9, 10/21/58. 


Privilege to pay installments forfeited 
by late payment. The right to pay tax 
in installments is forfeited by late pay- 
ment of first installment, and a 
showing of reasonable cause for the late 
filing of a tax return does not reinstate 
the taxpayer’s privilege to pay the tax 
in installments. Rev. Rul. 58-523. 


the 


increase in 
gross income or of a decrease in some 
Ryan 
Corp., 30 TC No. 32, acq. IRB 1958-41. 


consequence either of an 


other deduction. Construction 


Officers’ compensation a “class of deduc- 
tions” for EPT relief [Acquiescence]. A 
deduction by taxpayer for officers’ com- 
pensations was held to be a “class of 
deductions” for purposes of the excess 
profits tax. Since the deduction for this 
base period year exceeded 115% of the 
average amount of deductions of such 
class for the four previous taxable years, 
and taxpayer established that such in- 
crease was not a Cause or consequence of 
an increase in income or a decrease in 
some other deduction, taxpayer was per- 
mitted to exclude the excess over 115% 
in computing its average base period net 
income. Thompson-Hayward Chemical 
Co., 30 TC 96, acq. IRB 1958-41. 








42 + The Journal of Taxation. « 


January 1959 


TAX ASPECTS OF ESTATE PLANNING 


Estate & gift taxation 


EDITED BY JOSEPH TRACHTMAN & J. A. MANNING 





How to achieve tax saving from sale of 


appreciated property before death 


by NELSON LOW, Ph.D., CPA 


Since property acquires a new tax basis (fair market value) at the owner’s death, it 


isa general rule that tax will be saved if the owner keeps appreciated property and 


the sale is made after his death. But sale during life can save tax when all these 


factors are present: the owner has a short life expectancy; he, his estate and his 


beneficiaries are in high tax brackets; gain on the sale will be capital, taxed at 


mot more than 25° 


o; @ deduction for estate tax paid will be allowed against in- 


stallments collected after the owner’s death as income in respect of a decedent. Mr. 


Low, of Finkel and Finkel, CPAs, Beverly Hills, California, discusses a case in 


which interaction of all these provisions permitted an elderly property owner to 


sell at a market peak and also to save tax. 


N EXTREMELY WEALTHY WIDOW with a 
normal life expectancy of at most 
two or three years owned a desirable 
piece of unimproved real estate worth 
$4,000,000, but having practically no 
cost basis. A group of real estate opera- 
tors proposed to purchase the property. 
The crux of the problem was how to 
convince the widow’s sole heir, her son, 
that an immediate sale of the property 
would not be detrimental to his ulti- 
mate interest. He was concerned about 
the depletion of the estate by the income 
tax she would have to pay on the gain. 
It was understood by all that no tax dis- 
advantage would entail if the sale could 
be deferred until after her passing. 

The taxable estate of the widow was 
estimated at $10,000,000, with income in 
respect of a decedent (other than the 
$4,000,000 appreciation) nearly offsetting 
her business and non-business invest- 
ment expenses, interest and taxes allow- 
able under Section 691(b). The net 
Federal estate tax upon her death would 
approximate $5,000,000. Both she and 
her son were in the 70% rate bracket for 
Federal income tax purposes. 

Tax counsel for the real estate opera- 
tors recommended an immediate sale of 
the appreciated property and advised the 
son that he would have more to gain in 
the way of tax saving by an immediate 


sale than if the sale were postponed 
until after his mother’s demise. The 
counsel’s reasoning is as follows. 

If the sale be deferred till the mother’s 
death, no part of the $5,000,000 net 
estate tax could be utilized by either her 
estate or her son (after distribution of 
the estate) to reduce their Federal in- 
come tax liability. (Be mindful of the 
fact that both the estate and he would 
be in the 70% income tax bracket.) But 
if the sale were consummated before her 
death on the proper basis, so that his 


mother could report the $4,000,000 gain 
on the installment method for the next 
two or three years (her life expectancy), 
the $2,000,000 net estate tax attributable 
to the $4,000,000 appreciation in real 
estate would be available to her estate 
or him to reduce Federal income tax at 
the 70% rate for the taxable year or 
years. The installment gain would be 
reportable by them at a maximum 25% 
capital gains tax on the gain itself. 

The over-all tax saving under the 
assumed conditions recapitulated below 
was computed as shown on page 43. 

It should be noted that, with the ex- 
ception of the imputed cost of interest 
attributable to the loss of use of the 
$100,000 capital gains tax paid by the 
decedent prior to her death (reduced by 
the imputed interest gain from the 
smaller estate tax*as a result of tax 
payment), the tax saving above could 
be achieved without any tax cost, other 
things being equal, inasmuch as the 
additional capital gains tax to the bene- 
ficiary for any taxable year would al- 
ways be more than offset by the tax re- 
duction attributable to the estate tax 
deduction for the same year. 

Some pertinent points and factors to 
observe which might conceivably affect 
the net tax results are briefly commented 
upon as follows: 

1. The tax saving gained through a 
pre-death taxable disposition of appre- 
ciated non-inventory property bears an 
inverse ratio to the number of years the 
decedent’s life is prolonged beyond his 
relatively short normal life expectancy 
prevailing at the time of consummation 
of the sale. Even under the installment 
method of reporting gain, he would have 
more capital gains tax to pay without 





Under Code Section 691(a)(4) any 
gain inherent in an installment ob- 
ligation, yet unreported by the de- 
cedent at his death, is now consid- 
ered as an item of gross income in 
respect of the decedent. And under 
Regulations, Section 1.691(a)-5(a), 
this gain will be reportable on the 
installment basis (as it would have 
been reported by the decedent) by 
his estate or beneficiaries entitled to 
receive the income by reason of his 
death. However, to alleviate this 
double tax burden imposed upon 
the same gain by both the Federal 
income and estate tax statutes, Code 





BRIEF EXPLANATION OF STATUTE 


Section 691(c) allows a deduction to 
a person required to include in gross 
income gain in respect of a dece- 
dent. The amount allowable is the 
portion of the estate tax attributable 
to the inclusion in the decedent’s 
estate of the right to receive the 
amount. Thus, if the income tax 
benefit derived from the estate tax 
deduction exceeds the capital gains 
tax on the estate and beneficiaries, 
the owner-parent with a relatively 
short life expectancy may save tax 
by a taxable disposition of appre- 
ciated non-inventory property on 
the installment basis. 
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the benefit of the offsetting estate tax 
deduction if he lived longer than ex- 
pected and collected more on the in- 
stallment obligation. 

2. The tax saving also bears an in- 
verse relation to the size of the install- 
ment payments received by the decedent 
during his lifetime, as more gain would 
be taxed to him without any offset. This 
brings up the possibility of minimizing 
the decedent’s tax during his life by pro- 
viding in the installment contract for 
nominal annual payments prior to, and 
accelerating and enlarging the payments 
after his demise. 

3. As long as the estate tax deduction 
attributable to the capital gains por- 
tion of the installment obligation in- 
cluded in the gross estate of the decedent 
is 50% or more of such capital gain 
(reckoned at 100% thereof), it is tech- 
that, things 
being equal, no tax detriment can ever 
result to the decedent’s estate or bene- 
ficiaries on account of the inclusion of 


nically automatic other 


such gain in their income tax returns, 
subject to the qualifications hereunder. 
Chis flows from the fact that the 50% 
of the long-term capital gain taken into 
account for income tax purposes is com- 
pletely or more than offset by the estate 
tax deduction attributable thereto in an 
amount equal to 50% or more of the 
same capital gain. When the estate tax 
rate applicable to the installment capital 
gain unreported at death is more than 
50%, there will be tax saving on an 
over-all basis, the extent and amount 
of which will depend upon the effective 
income tax rate or rates at which the de- 
duction can be utilized to reduce in- 
come tax on ordinary income of the re- 
cipient estate and/or beneficiaries, as 
compared with the maximum or effec- 
tive capital gains tax rate or rates. 

4. The installment notes, preferably, 
should be adequately secured and should 
provide for a going rate of iaterest ap- 
propriate to such commercia. paper, so 
that their estate tax valuation would not 
fall below their face amount. Collections 
beyond the estate tax value of the notes 
would result in capital gains tax on such 
excess without the benefit of the off- 
setting estate tax deduction. (Regula- 
tions, Section 1.691(a)-5(a).) 

5. In cases in which Sections 162 (busi- 
ness expense), 163 (interest), 164 (taxes), 
and 212 (non-business investment ex- 
pense) deductions substantially exceed 
other income in respect of a decedent 
(income items other than the apprecia- 
tion in the non-inventory property in 
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to death: 


25% x $400,000 


(2) Net estate tax— 


Less: state tax credit 


the 10-year period—25% 


deduction— 


estate, per (2) 


Estate tax deduction 


period 


Net total tax under (B) 


tax saving available under (B) 





COMPUTATION OF TAX SAVING 


Assumptions: 
Taxable estate (if no sale) $10,000,000 
Non-inventory property:-death value (no cost) 4,000,000 
Taxable estate (in case of sale) ... 9,900,000 
Installment notes (worth face amount): 
At date of saie 4,000,000 
At date of death eh ars 3,600,000 
Collections thereon during decedent's life 400,000 
(Balance collectible over a 10-year period beginning 
after death) 
Effective income tax rate applicable to all el 70% 
(A) If no sale was made during decedent’s life: 
Net estate tax— 
Estate tax on $10,000,000 6,088,200 
Less: maximum credit for state death taxes 1,076,720 


Net estate tax under (A) 
(B) If proper installment sale was consummated prior 
(1) Decedent’s capital gains tax during life— 


Gross estate tax on $9,900,000 


(3) Beneficiary’s maximum capital gains tax over 


100,000 

6,012,200 
1,061,520 4,950,680 
x $3,600,000 900,000 


/O 


(4) Less: Tax savings attributable to estate tax 
Net estate tax on $9,900,000 
Net estate tax on estate o 


300,000 ($9,900,000 less $3,- 
600,000 installment gain) 2,792,120 


f $6,- 


Tax saving at 70% over the 


(C) Tax differential between (A) and (B), representing 


5,011,480 


5,950,680 


4,950,680 


2,158,560 


10-year 
1,510,992 


4,439,688 


571,792 








question realized to him by sale prior 
to but not yet reported by him at 
death), the offsetting estate tax deduc- 
tion attributable to the unreported gain 
in respect of the decedent might be sub- 
stantially reduced. See Regulations, Sec- 
tion 1.691(c)-1. 

6. Since any long-term capital gain is 
included in income at only 50% thereof 
for Federal income tax purposes, there 
is a possibility that some Revenue Agent 
might argue that, as is the case in con- 


nection with the contributions deduc- 
tion of an estate, the 50% long-term 
capital gain not taken into account in 
tax computation should be allocated to 
and, accordingly, reduce the estate tax 
deduction. Such a contention, however, 
would find no support whatsoever in 
either the Code, the Regulations, or case 
law. Code Section 1202 allows the 50% 
reduction in long-term capital gains only 
as a deduction from gross income. (See 
also Regulations, Section 1.1202-1(a)). 
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Similarly, Code Section 62 defining ‘‘ad- 
justed gross income” allows 50% of the 
net long-term capital gain as a deduc- 
tion from gross income to arrive at ad- 
justed gross income. Since 100%. of the 
long-term capital gain is statutorily in- 
cludible in under Code 
Section 61(a), 100% of the estate tax de- 
duction, not 50% 


gross income 
thereof, attributable 
to the inclusion in gross income of 100% 
of such gain should be allowed under 
Regulations, Section 1.691(c)-1(a). 

7. The tax saving referred to herein- 
above is attainable only if the beneficiary 
receiving the gain in respect of a dece- 
dent is, for Federal income tax purposes, 
in a position to take full advantage of 
the estate tax deduction by offsetting it 
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against his ordinary income. This pre- 
supposes ‘a stable income in adequate 
amounts and relatively high effective in- 
come tax rate or rates applicable over 
the years the installment gain is received 
and reported. It is conceivable that such 
income stability and high level of effec- 
tive income tax rates may not prevail 
and, therefore, the tax saving will be 
correspondingly reduced or even wiped 
out. The existence of such possibility 
must be weighed against the computed 
tax savings on assumed conditions. How- 
ever, no tax detriment can ever result, 
other things being equal, if the effective 
estate tax rate on the installment gain 
is 50% as discussed herein- 
above. Ww 


or more, 


indicating use 


or non-use of the marital deduction 


Sometimes clients seem surprised when 


by FREDERIC SAMMOND 


they learn that the marital deduction 


should definitely not be used in certain circumstances. Sometimes it should be used 


on the basis of a calculated risk; sometimes even when it increases taxes. The de- 


cision is an important one and a difficult one. This article offers the author’s views 


on some situations in which it should and should not be used. 


oo THE MARITAL DEDUCTION has 
proved to be a substantial tax-sav- 
ing device for many thousands of tax- 
payers, it is not a perfect instrument and 
it cannot be used indiscriminately. It 
suffers the defects of its origin—it was a 
compromise, Congress’ idea of how, in 
1948, to equalize the tax bite which had 
long fallen unequally on taxpayers in 
community-property and non-commun- 
Rather than take 
away the benefits of community-property 
law, 


ity-property states. 


Congress attempted to give an 
equivalent benefit to others. 

When the law was passed in 1948, 
most of us hailed it as pure tax savings, 
but when we began to work with it and 
live with it, we realized that a large 
part of the apparent savings would be 
offset by the double inheritance tax and 
double 
would 
the wile’s estate, 


administration expense which 


attach on the property in 
because many states 
have not adopted the same concept. In 
passing the property through the wife’s 
estate, much of the marital deduction 
will be offset by the fact that she will 
pay two state inheritance taxes on it, 
and state inheritance taxes are not de- 


ductible federally as the Federal tax is 
deductible in computing the state taxes. 
Moreover, you have two different sets of 
administration expenses to pay. Quite 
properly, the gross gain which appears 
in the husband's estate taxes is cut down 
by design in the wife’s Federal estate tax. 
But it is cut down even more when the 
wife pays a second state tax on the same 
property and when the administration 
expenses are computed twice. 

About 1949, a table was prepared by 
First Wisconsin Trust Company which 
I have had in my desk since, showing the 
tax saving mathematically possible on 
estates of every size. That shows that, if 
the wife has zero estate and the husband 
has about $200,000, they get the maxi- 
mum savings, taking into account 
taxes for and husband, 
double state taxes on the same prop- 
erty and the 


Federal wife 
double administrative 
When the husband’s estate 
reaches $500,000 and the wife’s is zero, 


expenses. 


you reach the point of no savings, so 
that the losses overcome the gross sav- 
ings and the net savings are zero. Now 
that’s an oversimplified concept, as it was 
intended to be by the author of that 


table. The wife’s estate is seldom zero. 
Often she may have a zero estate when 
you set up the wills, and yet will have 
a prospective estate coming from her 
own parents or grandparents, and that 
will fall in and give her an estate when 
the husband dies. The marital deduction 
savings computed so blithely and mathe- 
matically fail because her estate, or the 
combined estates, are more than you 
estimated they would be, and you have 
been pushed into the area where there 
are no savings or smaller savings. Often 
between the time you discuss the will 
and make it and the time when the man 
dies, you will change the picture yourself 
or he will change it through your advice, 
by giving gifts on a substantial program 
to the children and grandchildren, and 
to the wife herself in order to equalize 
the estate, taking advantage of his exclu- 
sions and exemptions. So it is over- 
simplified to say simply that we will 
figure the maximum cash savings when 
we write the will and write the marital 
deduction accordingly. 

In the past ten years, tax men have 
realized the importance of considering 
the advantages of liquidity from using 
the marital deduction even when there 
is no net tax saving, or indeed some in- 
crease in tax, by such a procedure. This 
can easily happen. I have in mind the 
case of husband and wife, about 70, both 
vigorous, he still in business and about 
to retire; they've been good planners 
and have equalized their estate by gifts. 


They have estates of substantial amounts. 


We don’t even need to compute it to 
know that, if you use a maximum mari- 
tal deduction there, you will have a sub- 
stantial loss through double state taxes 
and double administration 
Nevertheless, we 


expenses. 
deliberately decide 
with those two people to go into the 
maximum marital deduction in each 
will. First, there is a great postponement 
of taxes at the death of the first. It might 
be that the husband would survive and 
retire and cease his salary and he could 
enjoy the use of the very substantial 
amount of Federal estate taxes which is 
postponed. Obviously, if the wife is sur- 
vivor, she will enjoy such a gross saving. 





[Mr. Sammond is an attorney and a 
CPA, a frequent writer and lecturer on 
partner in the Mil- 
waukee .law firm of Fairchild, Foley & 
Sammond. This article is adapted from 
his talk before the recent Ninth Annual 
Institute on Taxation held by Marquette 
University.] 
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This couple approaches the estate plan 
with the idea that its principal objective 
is to take care of the survivor of the two 
of them through his or her lifetime, and 
that the children, who have some money 
through gifts and have their own jobs, 
being self-respecting middle-aged young- 
sters, if there is such an expression, can 
take what they get out of the estate of 
the survivor as a windfall. If it is less be- 
cause of some net loss of taxes that has 
produced comfort and security for the 
survivor, that’s what everybody in the 
family wants. So the use of the maximum 


may be desirable in the face of an 
obvious net tax loss. 
A marital deduction clause 

Now I refer to the recommended 


clause in 
the adjoining box. i won’t go into it in 
detail, but that is recommended in any 


maximum marital deduction 


situation in which you want to use a 
marital deduction, and the other chang- 
ing circumstances which I shall discuss 
may come up. In the first place, it gives 
the maximum Now 
that formula is extremely short, as those 


have read 


under a formula. 


of you who other formulas 
will recognize, particularly when it goes 
only through the first sentence and the 
second disclaimer. It 
has been boiled and boiled, until I think 
it is down to the point where it can’t 
be boiled down any more, and still it 


seems to have every essential in it. You 


sentence is the 


will note it is to be computed upon the 
value used initially by the executors for 
purposes of filing returns. There are two 
reasons for this. For one thing, it elim- 
inates a part of capital-gain profits in 
avoiding the postponement of setting up 
the trust until the estate tax is finally 
computed, perhaps two or three years 
after the death. However, and of a much 
more practical importance, it permits 
the executor to start dealing finally with 
the marital deduction trust or bequest, 
as the case may be, immediately when 
it is determined whether or not to file 
at death 
or on the anniversary. In other words, 
once he’s settled this problem, he can 
go ahead with this trust and not have 
the thing dangling for two or three 
years and then have the size of the be- 


the estate tax on the value 


quest made dependent on an auditor’s 
compromise. He can also avoid bringing 
mutually dependent interdeterminants 
into the Federal estate tax computation, 
an undesirable procedure. 

The next sentence goes on to give 
the wife or the husband the right to 





RECOMMENDED MARITAL 

DEDUCTION CLAUSE 
I GIVE AND BEQUEATH to the trustees 
hereinafter named, to have-and to 
hold the same in trust for the fol- 
lowing uses and purposes, such 
amount as will be required to ob- 
tain the maximum marital deduc- 
tion in my estate for Federal estate 
tax purposes, viz., fifty per cent 
(50%) of my adjusted gross estate 
as reduced by the value of other 
property included in my gross estate 
for Federal estate tax purposes 
which passes or has passed to my 
said wife in such a manner as to 
qualify for the marital deduction, 
all computed upon the value used 
initially by my executors for pur- 
poses of filing returns, such bequest 
to include only assets which qualify 
for said marital deduction. My said 
wife is hereby given the right to 
disclaim all or any portion of the 
bequest made by this article ; 
in which case the amount disclaimed 
shall pass to and become a part of 
the balance of my residuary estate 
and ‘be distributed in 
with Such disclaimer 
shall be exercised in a writing filed 
by my said wife with the court of 
probate within one hundred eighty 
(180) days of my death. 


accordance 
article 











disclaim all or any portion of the be- 
quest. Now, our Wisconsin statutes ex- 
pressly authorize such disclaimers and 
they are effective whether made in whole 
or in part. It’s perfectly legitimate as a 
way of cutting down the marital deduc- 
tion. This way you can turn over to the 
surviving spouse and her attorney and 
tax advisers the job of computing what 
marital will produce the 
maximum of tax saving and the maxi- 


deductions 


mum advantages from liquidity in the 
light of circumstances as they confront 
them three months after the man dies, 
or one month after the man dies. You 
can set your own deduction at the de- 
sirable figure through this clause in the 
light of circumstances as they are, not 
as they were guessed at when writing 
the will. 

It should be added that, in any will 
using this clause, there should be a pro- 
vision giving the executor power to ap- 
portion property between and among 
bequests and funds. Also, it should be 
used for fairly sophisticated and tax 
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conscious families only; you must be 
fairly sure that the survivor will come to 
competent counsel to compute what to 
disclaim. It’s no job for an amateur. It’s 
no job for the widow to do for herself. 
In the hands of those who do not know 
how to use this clause, it might be un- 
desirable and dangerous. 


Wasting assets 


One thing we suggest for consideration 
in connection with the marital deduc- 
tion clause, bequest or trust (it doesn’t 
have to be a trust), is for the executor 
to assign anything in the nature of a 
wasting asset to the marital deduction. 
He thereby reduces the estate of the 
survivor and second inherit- 
ance tax of the state. Suppose you have, 
as many executives do nowadays, a de- 
ferred compensation contract with pay- 
ments to the family for a term of years, 
five years or ten years, or even for two 
years. This is an asset in the estate which 
should go into the marital deduction 
bequest. It runs out and won't appear 
in the survivor's estate. In the same way 
you might have a mining stock, which is 
paying dividends out of depletion and is 
deliberately running down, or stock of 
some other company which is going 
great guns at the time of death and there 
is reason to believe that it’s in a happy 
state of exuberance and the manic phase 
of a manic-depressive corporate life so 
that it shortly will go the other way. 
These could very well go into the mari- 
tal deduction bequest. 


also the 


If there are no wasting assets, you 
could, as I’ve seen done, create your 
wasting assets by making the marital de- 
duction trust a reducing one, and requir- 
ing the trustee to take part of the prin- 
cipal every year and give it to the wife 
over a period of, say, ten years. This 
would be particularly desirable for a 
wife who is perhaps 10 years or so 
younger than her husband. There’s a 
chance that she won’t survive for the 
two or three years necessary to make this 
a tax saving, but from there on it begins 
to save money very substantially. It de- 
pends on an understanding that it’s an 
amount of money which the wife will 
either live on and use up, or if her in- 
come is good otherwise, she will give it 
away through her annual gift-tax exclu- 
sions to her children and grandchildren, 
and her sons-in-law and daughters-in- 
law. In that way you can create your 
own reducing marital deduction asset 
and greatly increase savings available 
through the marital deduction. vr 
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Estate includes insurance; decedent paid 
premiums though partner was bene- 
ficiary (Old Law). Decedent had been a 
electrical contracting 
business. Each partner had an option to 
purchase the other’s interest at death. 


The decedent and his partner each in- 


partner in an 


sured his own life for the benefit of 
the other, but, because of the difference 
in ages, the premiums were paid by the 
insured. This court holds that 
the insurance on the decedent’s life, 
though payable to his partner, is in- 


person 


cludible in his gross estate under the 
premium-payment test of the 1939 Code. 
The court added that it was unneces- 
sary to consider the fact that the de- 
cedent had retained many incidents of 
ownership in the policies Dichtel Est., 
$0 TC No. 133, 9/26/58. 


Trust grantor had power to terminate; 
corpus includible in her estate. In 1926 
decedent created a trust in which she 
retained a life income. Named in the 
trust instrument were two individuals, 
not trustees or otherwise interested in 
the trust, who were granted the power to 
terminate the trust. The decedent re- 
tained the unrestricted power to revoke 
the appointment of either. One died and 
was replaced, leaving decedent at the 
1954, 
terminate the 


time of her death in December, 
with the power so to 
trust. The court holds that the decedent 
had, at the time of her death, a power 
to alter, revoke the trust 
within the meaning of Section’ 2038(a) 


amend or 


(2), and that, as a consequence, the value 
of the trust corpus is includible in her 
gross estate. The general rule, as sum- 
marized by the court, is that, if a trustee 
has the power to revoke a trust, and the 
creator of the trust has the power to 
revoke the trustee’s appointment and ap- 
point himself in his place, then the 
creator of the trust will be deemed to 
have the revoking power of the trustee. 
The fact that here the power was pos- 
sessed, not by trustees, but by persons 
possessing only a power to terminate, 
does not change the basic application of 
the rule. The taxpayers were unable to 
establish that, under the governing state 
law, decedent could not have substituted 
herself in the place of the individual 
whose appointment she might have re- 
voked. The fact that she could, at the 
time of her death, have removed only 


one of the terminators, and that the 
power of termination could be exercised 
only in concord with the substituted 
terminator, over whom she had no power 
of removal, does not change the result. 
The statute proscribes a power exercis- 
able either by the decedent alone, “or 
in conjunction with any other person.” 
Fabbri Est., DC Maine, 9/26/58. 


No standard for invasion; no deduction 
for charitable remainder. Decedent 
created a testamentary trust under which 
her daughter was to receive the larger of 
net income, or $4,000 annually, for her 
life, remainder to a charity. In addition, 
the trustee was also directed to pay, from 
the corpus of the trust, “all reasonable 
expenses” incurred “in the event of her 
illness, injury or under any circum- 
stances of emergency affecting her wel- 
fare or health.”’ At the time of decedent’s 
death, her daughter was 65 years of age, 
in good health, possessed a separate 
estate of $80,000 and had a personal in- 
come of $10,000 annually. Her living ex- 
penses were $5,000 annually. This court 
denies any charitable deduction on ac- 
count of the remainder interest. The 
amount, if any, by which the corpus 
would be reduced by reason of the direc- 
tion to the trustees to invade in case of 
emergency could not be measured ac- 
curately and consequently computation 
of the value of the charitable remainder 
was impossible. The court found as a 
fact that, had the daughter been per- 
manently disabled from the date of de- 
cedent’s death, hospital, medical and 
surgical expenses to maintain her would 
not have exceeded $18,000 annually. The 
executors argued that a minimal value 
could thus be assigned to the charitable 
remainder, that is, by assuming the worst 
possible state of affairs. The court re- 
jected the argument. The daughter was 
in good health, and it was neither re- 
liably predictable nor even likely that 
she would become totally disabled. Such 
an hypothesis could not be considered 
in determining the charitable remainder 
value for Federal estate tax purposes. 
Goodman Est. (Commerce Trust Co., 
Ex’r), DC Mo., 7/19/58 and 9/19/58. 


Estate tax value set at buy-sell figure 
though below market and decedent was 
incurably ill. Three brothers owned al- 
most equal stock interests in a corpo- 


ration. At the time the decedent, one of 
the brothers, was suffering from incur- 
able cancer, the three entered into a 
buy-sell agreement in which it was pro- 
vided that, upon the death of any of the 
three, the corporation would purchase 
his shares for $200,000. Lifetime restric- 
tions were placed upon the transfer of 
their stock. The fair market value of de- 
cedent’s stock at the time of the execu- 
tion of the agreement, and at his death 
within the same year, was $257,000. This 
court holds that the price set in the buy- 
sell agreement controls for estate - tax 
purposes. There was nothing in the 
that the $200,000 
figure was arrived at as part of a tax 


record to indicate 
avoidance scheme; it was not a “fore- 
gone conclusion” that the incurably ill 
brother would in fact die first. The 
Commissioner’s argument that the agree- 
ment was in the nature of a testamentary 
transfer was not well taken. There was 
no “transfer,” but merely the execution 
of an agreement. Littick Est., 31 TC No. 
21, 10/24/58. 


Grantor’s retained power to amend was 
contingent; no estate tax on trust [Ac- 
quiescence]. Decedent had created an 
irrevocable trust in 1938 for the benefit 
of his wife and descendants. He retained 
the right to require that any invasion of 
behalf of the income 
beneficiaries by reason of extraordinary 


trust corpus on 


expenses, such as would be occasioned 
by illness, should be made only with his 
written consent. The court held that this 
was a contingent power, and in the 
absence of the occurrence of the con- 
ditions which would make it exercisable, 
the decedent did not possess a power to 
alter or amend the trust at the time of 
his death. Consequently, the value of the 
trusts is not includible in his gross estate. 
Kasch Est., 30 TC 102, acq. IRB 1958-43. 
Court separates insurance proceeds; 
marital deduction for part applicable 
to wife’s life interest. Decedent selected 
an option available under each of two 
policies of insurance on his life whereby 
the proceeds of the policies were to be 
paid to his wife for a period of 20 years 
certain, and thereafter during her life- 
time. If the wife should not survive for 
the 20-year period, the remaining in- 
stallments for the period certain were to 
be paid to his daughter. The Commis- 
sioner disallowed a marital deduction 
for any part of the proceeds on the 
ground that the gift was of a terminable 
interest. This court disagrees. Admitted- 
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ly, the portion of the proceeds used to 
fund the annuity for the 20-year term 
certain was not deductible, since the 
daughter would succeed to the wife’s in- 
terest upon the latter’s death, but an 
actuarially determinable portion of the 
proceeds was required to fund the con- 
tingent life annuity. No one but the 
spouse could be paid any part of the 
lifetime annuity which arose upon the 
expiration of the 20-year period, and 
consequently the proceeds were to that 
extent deductible. Meyer Est. DCN. Y., 
10/3/58. 


Life insurance trusts held reciprocal. 
Decedent set up an irrevocable life in- 
surance trust to which she transferred 
paid-up policies on her life having a 
face value of $125,000. On the same day, 
upon the advice of the same attorney, 
decedent’s husband so amended an exist- 
ing revocable life insurance trust that it 
was in all material respects identical to 
the trust which had been set up by his 
wife. The principal of the husband’s 
trust was also made up of policies on his 
life having a face value of $125,000. In 
each instance the grantor provided that 
his or her spouse would be entitled to 
the income for life with remainder to 
their children and grandchildren. Identi- 
cal powers of invasion were provided 
each of the life beneficiaries. Affirming 
the Tax Court, this court holds that the 
trusts were reciprocal, and that the de- 
cedent is to be treated as though she 
had been grantor of the husband’s trust. 
Since the decedent had a contingent life 
interest under the trust set up by her 
husband, the value of the corpus of his 
trust is includible in her gross estate. 
Voreno Est., CA-8, 10/24/58. 


Promise to manage decedent’s affairs 
and to care for his daughter adequate 
consideration [Acquiescence]. Prior to 
decedent’s death, he agreed to transfer 
sufficient securities to his brother and 
sister to enable them to net $10,000 each 
after taxes in exchange for their promise 
to manage his affairs and to care for his 
daughter. The sums transferred are not 
includible in the decedent’s gross estate 
since he received in return an adequate 
consideration in money’s worth. The 
task assumed by the transferees involved 
considerable financial sacrifice on their 
part. Want Est., 29 TC 1223, acq. IRB 
1958-43. 


No deduction for charitable remainder; 
unlimited invasion by life tenant was 


permissible. Decedent established a testa- 
mentary trust for the lives of her two 
sisters, and the survivor of them, re- 
mainder to charity. Each of the life 
beneficiaries was given the -power to 
direct the trustee to invade principal for 
her comfortable care, support and main- 
tenance, “her judgment in this respect 
. .. to be conclusive.”” Decedent was sur- 
vived by only one of her sisters, who was 
81 years of age, and, as the facts estab- 
lished, whose mode of living made most 
unlikely any need for her to call down 
principal. The life beneficiary had, in 
fact, died prior to this action, having 
expended only one-half of the trust in- 
come payable to her. Nonetheless, this 
court denies the charitable deduction on 
account of the remainder interest. Ex- 
trinsic circumstances are to be disre- 
garded unless the will itself furnishes 
a definite standard of guidance to the 
trustee. Here, there was no such stand- 
ard, and consequently no occasion for 
examining the possibility of invasion or 
the remoteness of such a_ possibility. 
Shaw Est. (Merrill Trust Co., Ex’r), DC 
Me., 10/17/58 


Commissioner’s $80,000 valuation of cor- 
porate stock reduced to zero by court 
[Acquiescence|. The Commissioner de- 
termined the value of stock included in 
the decedent’s gross estate solely by refer- 
ence to its book value, as shown by a 
balance sheet in its tax return. This 
balance sheet did not include outstand- 
ing income tax obligations which had 
accrued at the date of decedent’s death, 
the liability for which was several times 
the net worth of the corporation. The 
court held that the value should have 
been zero. In addition, the corporation 
had a one-man business. After dece- 
dent’s death, it proved impossible to run 
it successfully. The stock was disposed 
of by the executors for a nominal con- 
sideration. Want Est., 29 TC 1223, acq. 
IRB 1958-43. 


°Estate does not include E bonds still 
in joint names; gift to co-owner found. 
During his lifetime, decedent had pur- 
chased a number of E bonds, some of 
which were payable to him and _ his 
former wife, as co-owners, and the re- 
mainder payable to him and one or the 
other of his minor children, again as co- 
owners. The decedent subsequently 
made gifts of all of these bonds to their 
respective co-owners by delivery of the 
bonds, accompanied by a letter express- 
ing his intention to part with all his 
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rights in them. The registration of 
the bonds, however, remained un- 
changed. The district court, relying 
upon the Treasury Regulations which 
provide that the form of registration is 
conclusive as to ownership, included 
their value in the decedent's gross 
estate as jointly owned property. This 
court reverses. After a review of a num- 
ber of estate cases which had passed on 
the issue, the court concludes that the 
decedent had at the time of his death 
no economic interest in the bonds, and 
that a court of equity would have com- 
pelled him or his representative to pay 
the proceeds over to the donees of his 
inter-vivos gift had one or the other 
cashed them. Since he had effectively 
conveyed his right of survivorship prior 
to his death, the value of the bonds is 
not includible in his gross estate. Silver- 
man Est., CA-3, 9/17/58. 


Failure to record deeds voided gifts; 
property included in donor’s estate. De- 
cedent had conveyed a parcel of land to 
each of his daughters. Donor’s gift tax 
and donee’s information returns were 
filed by the parties. The deeds, however, 
were not recorded and, under the ap- 
plicable state law, gift deeds not re- 
corded within two years after execution 
are void, even as between the parties. 
On this ground the Commissioner had 
included the property in the father’s 
gross estate. Taxpayers had contended 
before the district court that the deeds 
were not made as a gift, but for a valu- 
able consideration. The district court di- 
rected a verdict for the Government. 
This court affirms. There was no evi- 
dence to support a finding that there 
had been a valuable consideration. Re- 
citals of consideration in the deeds, and 
Internal Revenue stamps thereon, were 
of no evidentiary force in establishing 
the amount actually paid. The filing of 
gift tax returns showed that the parties 
regarded the transfers as gratuitous. The 
testimony of the daughters supported 
the conclusion that the consideration 
had been at most nominal. Immediately 
after the execution of the deeds, the 
daughters had leased the land back to 
their father. Even if, as the taxpayer con- 
tended, but did not establish, the rent 
he paid was less than a fair rent they 
would have charged outsiders, this would 
merely reduce the value of the gift, not 
convert the gifts inte transfers for an 
adequate consideration in money or 
money's worth. Smithey Est. (Kirkpat- 
rick, Ex’r), CA-4, 10/16/58. 
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A quick picture of how state personal income 


taxes work; comparative rates 


by HAROLD F. LINAMEN and GLENN FALLS 


Personal income taxes are being used increasingly by states. While many states 


have provisions in common, there ts a wide variety of rates, exemptions, provisions, 


etc., which the practitioner must have roughly in mind if he is to understand how 


his own state’s taxes work. This article analyzes the different kinds of state taxes, 


tabulates the frequency of use of various provisions, gives the rules for each state. 


ee NET INCOME TAX has long been a 
primary source of revenue at the 
Federal level. It is now moving into a 
place of prominence at the state level. 

By 1957, in 351 of the 48 states, laws 
had been enacted authorizing the levy- 
ing of a tax on net income. Thirty-one 
states allowed the taxing of the net 
income of individuals; 331 permitted 
the taxing of corporate net income; and 
292 authorized the taxing of both corpo- 
rate and individual income. 

On January 1, 1958, Delaware became 
the 34th state to levy a corporate net 
income tax. New Jersey has since been 
added to the list and the tax commission 
in Texas is recommending that action be 
taken to levy taxes on the net income of 
corporations. At least one other tax com- 
mission, that in Indiana, has been con- 
ducting research on a proposal for the 
adoption of a net income tax on corpo- 
rations and individuals.4 

With the continued growth in govern- 
mental expenditures at all levels, the 
net income tax, either as a tax on corpo- 
rate or individual income, has assumed a 
role of major importance. Not only has 
it been used in a significant number of 
states, but it accounted for some $2.5 
billions of state tax collections in 1957.5 

The net income tax is used extensive- 
1 This includes the State of South Dakota, which 
many sources do not list as having a corporate 
net income tax. The tax in South Dakota is 
unique in that it is a bank and financial corpora- 
tion excise tax which is imposed as a levy of 
4.5% of net income. 

2 Early in 1958 the State of Delaware became the 
30th state to impose both a corporate and an in- 
dividual net income tax. 

8 Delaware is the 34th state provided that South 
Dakota is counted in this category. Both corpo- 


rate and personal net income tax are levied in 
Alabama, Arizona, Arkansas, California, Colo- 


ly, but with the possible exception of 
Delaware it would not qualify as the 
primary source of revenue in any of 
the states. In addition to being used as 
a supplement to the property tax in a 
majority of the states, it is also used in 
conjunction with a state sales tax in 
nineteen states. 

In 1956, the individual net income 
tax produced approximately $1.3 billion 
of revenue for the states, which repre- 
sented 10.3% of the total tax collections 
in all 48 states or 16.9% of the total tax 
collections in the 31 states levying the 
tax.6 In 1957, it produced more than 
$1.5 billion, or 10.8% of all state collec- 
tions.7 


Characteristics of individual taxes 


Of the 31 states using an individual 
net income tax, all but New Hampshire 
and Tennessee levy the tax on income 
from all sources. New Hampshire limits 
its tax to a levy of 4.25% on income 
from interest and dividends in excess of 
an exemption of $600. In Tennessee, in- 
dividuals are taxed on interest and divi- 
dends at rates varying between 4% and 
6% depending upon the tax status of 
the corporation paying the dividend to 
the individual taxpayer. 

The tax is usually levied upon the 
rado, Delaware, Georgia, Idaho, Iowa, Kansas, 
Kentucky, Louisiana, Maryland, Massachusetts, 
Minnesota, Mississippi, Missouri, Montana, New 
Mexico, New York, North Carolina, North Da- 
kota, Oklahoma, Oregon, South Carolina, Tenn- 
essee, Utah, Vermont, Virginia and Wisconsin. 
Personal taxes only are levied in New Hamp- 
shire. Corporate taxes only are levied in Connec- 
ticut, Pennsylvania, Rhode Island and South Da- 
kota. 

*The authors conducted the research and made 


the report to the commission on July 15, 1958. 
5 Bureau of the Census, Department of Com- 


total net income of residents and the 
net income of non-residents to the ex- 
tent that the income has been derived 
from an occupation, trade, or business 
carried on within the state. 

In determining taxable income, the 
states generally follow the pattern set 
by the Federal tax laws for taxing in- 
come.8 The base is usually computed by 
starting with an individual’s gross in- 
come, which includes income from all 
sources, and takes into consideration cer- 
tain inclusions or exclusions. Items us- 
ually recognized as inclusions are wages 
and salaries; profits from a trade, busi- 
ness, or profession; capital gains or 
losses, and income from rent, interest, 
dividends and royalties. Items usually 
excluded from income are return of in- 
proceeds from 
workmen’s compeffsation, gifts, inherit- 
ances and the rental value of a dwelling 
furnished a minister of the gospel. Some 
states have permitted veterans or mem- 


vestments, insura nce, 


bers of the armed forces to exclude vari- 
ous items from income also. 

In addition to the items excluded 
from income, most states permit the in- 
dividual to deduct such items as business 
expenses; taxes (including credits for 
those paid in other states and all or part 
of the individual’s Federal income tax); 
contribution to religious, educational, or 
charitable organizations; alimony; medi- 
cal expenses (with certain limitations); 
contributions to old-age and unemploy- 
ment insurance, and losses due to fire, 
theft, or casualty. Twenty-four states 
give the individual a choice of using an 
optional standard deduction in lieu of 
enumerating these various deductions. 
The standard deduction is usually in 
addition to The 
amount allowed is stated as a percentage 
of gross income or adjusted gross in- 
come and is usually limited to a maxi- 
mum of $500. 


business expenses. 


Personal exemptions or credits against 
the net income tax liability are allowed 
in each of the 29 states that tax all net 
income. These exemptions are sub- 
tracted from the income that remains 


after exclusions and deductions have 


been taken into consideration. The re- 
mainder, or “net income,” is the base 


merce, State Tax Collections in 1957, p. 5. 

® “State Tax Highlights, 1957 and 1956,” Tax 

Review, p. 34. 

7 Bureau of the Census, Department of Com- 

merce, Detail of State Tax Collections in 1957, 
3 ‘ 


8 Although the states continue to pattern their 
income tax laws after that of the Federal Gov- 
ernment, the statutes still outline the complete 
details and require a completely separate compu- 
tation for the state income tax. L. Laszlo Ecker- 
Racz reported in the National Tax Journal 
(“State Taxes After the 1956-1957 Legislature 
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against which the tax rate is applied. 
Minor differences occur which prevent 
an absolute classification; however, a 
rather strict interpretation indicates that 
the exemptions allowed for the head of 
a family or for a married person range 
from the equivalent of $1,000 in Ver- 
mont to $6,000 in Mississippi. In _be- 
tween these two extremes, 10 other 
amounts are allowed in various states. 
In addition, 5 states allow tax credits 
ranging from $14 in Wisconsin to $35 
in Arkansas to be deducted from the 
total tax in lieu of a specific exemption 
for a married person. Perhaps the most 
typical exemption allowed is the median 
figure of $2,000, which is used in five 
different states. The exemptions allowed 
for a single person range from $500 in 
Vermont to $4,000 in Mississippi. In be- 
tween these two extremes, nine other 
amounts are allowed in various states. In 
addition, five states allow tax credits 
ranging from $7 in Wisconsin to $17.50 
in Arkansas to be deducted from the 
total tax in lieu of a specific exemption 
for single individuals. The most typical 
exemption for a single person is the 
median figure of $1,000, which is used 
in six different states. However, the 
amount of $600 is equally popular, for it 
is also used in six states.®9 The credit 
allowed for each dependent ranges from 
$200 in Idaho, New Mexico and Vir- 
ginia to $800 in Maryland. In addition, 
five states allow tax credits ranging from 
$6 in Arkansas to $12 in Kentucky to 
be deducted from total tax in lieu of a 
specific exemption for a dependent. Pos- 
sibly the most typical exemption allowed 
is the median figure of $500, although 
it is used in only two states. The most 
commonly used amounts are $600 used 
in eight states and $400 used in six 
states. Two states, Mississippi and New 
Hampshire, allow exemptions for mar- 
ried and single persons, but do not 
allow exemptions for dependents; how- 
ever, Mississippi is the only state which 
taxes income from all sources that does 
not provide an exemption for depend- 
ents. Tennessee, levying a tax only on 
interest and dividends, does not allow 
any exemptions whatsover. Approxi- 
mately half of the states provide for ad- 
Sessions,”” December, 1957, p. 291) that “New 
Mexico’s experiment with giving its taxpayers 
the option to compute their state tax liability on 
the basis of 4% of the Federal liability was re- 
pealed in 1955. In that same year, Utah repealed 
its taxpayers’ option to compute the state tax on 
the basis of net income reported for Federal tax 
purposes. The closest approach to the use of a 
common tax base for state and federal purposes 
is the option allowed Arizona taxpayers to use 
Federal net income less Federal income tax and 


certain Federal credits as the base for Arizona 
tax.” 


ditional exemptions in cases of blindness 
or individuals over 65 years of age. 

Of the 29 states that tax all of the 
net income, none levies the same flat 
rate on all income. Massachusetts classi- 
fies income into three different categories 
and applies a different non-progressive 
rate to each class. Maryland taxes all in- 
come at 2% except for net investment 
income in excess of $500, which is taxed 
at 5%. In both of these states, a higher 
tax rate is levied on interest, dividends, 
etc., than upon salaries and wages. All 
of the other states employ progressive 
rate schedules. The degree of graduation 
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varies widely. The lowest rate applied 
is 1%, which is the starting point for 14 
states, not taking into consideration a 
surtax which is levied by at least two of 
these states. The highest rate is 11% 
levied by North Dakota on income 
above $15,000. (See Table I). Thirteen 
states have adopted the use of the tax 
table, the device used by the Federal 
Government to simplify computation. 

It is deceptive to examine either the 
minimum rate or the maximum rate of 
a particular state by itself. In each case, 
the rate should be examined with re- 
spect to the range of income to which it 





Minimum Rates 


INCOME 

RANGE STATE 

(dollars) 
$%, 

0- 500 Oregon 

0- 2,000 North Carolina 
2% 

0- 1,000 Idaho 

0- 1,000 New York 

0- 1,000 Vermont 

0- 2,000 South Carolina 

0- 3,000 Kentucky 

0- 3,000 Virginia 

0- 5,000 Mississippi 

0-10,000 Louisiana 
1.5%, 

0- 1,000 Alabama 
0- 1,000 Delaware 
1% 

0- 1,000 Arizona 
0- 1,000 Colorado 
0- 1,000 Georgia 
0- 1,060 Minnesota 
0- 1,000 Missouri 
0- 1,000 Montana 


0- 1,000 Utah 


0- 1,000 Wisconsin 

0- 1,500 Oklahoma 

0- 2,000 Kansas 

0- 3,000 Arkansas 

0- 3,000 North Dakota 
0- 5,000 California 


0-10,000 New Mexico 


0- 1,000 Iowa 





TABLE I 


MINIMUM AND MAXIMUM PERSONAL INCOME TAX RATES 
FOR INCOME LEVELS BY STATES, 1957 





Source: Commerce Clearing House, State Tax Guide, All States, pp. 1531-1618. 


Maximum Rates 


INCOME 
RANGE STATE 
(dollars) 
11% 
Over 15,000 North Dakota 
10% 
Over 11,000 Colorado 
Over 20,000 Minnesota 
9.5%, 
Over 8,000 Oregon 
8.5% 
Over 14,000 Wisconsin 
8% 
Over 5,000 Idaho 
Over 8,000 Delaware 
7.5% 
Over 5,000 Vermont 
7% 
Over 9,000 New York 
Over 10,000 North Carolina 
6% 
Over 6,000 Kentucky 
Over 7,500 Oklahoma 
Over 10,000 Georgia 
Over 25,000 California 
Over 25,000 Mississippi 
Over 50,000 Louisiana 
5% 
Over 4,000 Utah 
Over 5,000 Alabama 
Over 5,000 Kansas 
Over 5,000 Virginia 
Over 6,000 South Carolina 
Over 7,000 Montana 
Over 25,000 Arkansas 
4.5% 
Over 7,000 Arizona 
4%, 
Over 9,000 Missouri 
Over 100,000 New Mexico 
3.75% 
Over 4,000 Iowa 
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several books on business subjects. Both 
are research associates for the Indiana 
Tax Policy and Planning Commission.] 





applies. Fourteen states have a minimum 
rate of 1%. Arizona, for example, levies 
this rate on income up to $1,000; on the 
other hand, New Mexico levies this same 
rate on all income up to $10,000. The 
same analysis applies to maximum rates. 
Six states levy a maximum rate of 6%. 
Kentucky levies this rate on all income 
in excess of $6,000; whereas Louisiana 
levies the same rate on all income in 
excess of $50,000. 

Although the 
does forbid the levying of a tax on com- 


Federal Constitution 





Iowa use tax exempts machinery “not 
readily obtainable.” The Iowa use tax 
law excludes from tax the purchase of 
industrial machinery and equipment 
which are not readily obtainable in the 
state and are used in manufacturing or 
servicing tangible personal property to 
be sold ultimately at retail. An amend- 
ment to the law, effective April 1, 1949, 
defined “readily obtainable in Iowa” to 
mean kept or manufactured in the state 
for sale as distinguished from being ob- 
tainable through an Iowa agent by de- 
livery from outside the state. The Iowa 
purchaser did not pay use taxes on the 
cost of installation of a turbo-generator 
unit and auxiliary equipment purchased 
from an out-of-state firm for the pur- 
pose of generating electricity needed for 
the operation of an industrial plant and 
the out-of-state firm was assessed for the 
amount owed. In holding the use tax 
assessment invalid, the court made the 


®°If New Hampshire is included, which does not 
tax income from all sources, the amount of $600 
is allowed as an exemption for single persons in 
seven states. 

10 CCH State Tax Guides, Topical Law Reports, 
Personal Income Taxes, p. 1522. 

1 [bid. 

12 [bid. 

18Commission on Tax and Financing Policy, 
State of Indiana, Second Report of Commission 
on State and Tax Financing Policy (Indianapo- 
lis, 1957), p. 30. 
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merce between states, it does appear 
that a state may tax net income derived 
from transactions which occur in inter- 
state commerce.19 “A state’s power to 
tax net income on residents is almost 
unlimited, as pointed out by the 
Supreme Court in New York ex rel. 
Cohn v. Graves et al (37), 1 STC P 
227, 300 U. S. 308, 57 S. Ct. 466."11 For 
example, a state may tax the net income 
of residents derived from a business the 
assets of which are located entirely out 
of the state and thus beyond its control 
or authority to tax!2 It should be noted, 
however, that these provisions concern- 
ing the taxation of transactions involved 
in interstate commerce apply to taxes 
levied on net income as distinguished 
from gross income or gross receipts. 
Sixteen states allow the deduction of 
Federal income taxes in arriving at the 
amount of taxable income. Four addi- 
tional states (Delaware, South Carolina, 
Wisconsin, and Massachusetts) allow de- 
duction of Federal taxes within certain 
limits. This compares with 18 states 
allowing part of the Federal taxes to be 
deducted in 1954.18 * 


following points: Although the plant 
was in the process of installation be- 
tween 1947 and 1949, the fact that it 
was not accepted by the purchaser until 
July, 1949, made the 1949 use tax amend- 
ment applicable in determining whether 
the transaction was taxable. The pur- 
chaser was not obligated to engage an 
Iowa firm which was equipped to manu- 
facture a turbine, but had not previous- 
ly made one of the size needed and did 
not manufacture generators. The in- 
stallation was used in the manufacture of 
tangible personal property for sale at re- 
tail, as required by the exemption pro- 
vision, since in generating electricity 
and furnishing steam, it made possible 
the first step in converting raw materials 
into their ultimate salable form. Allis- 
Chalmers, Sp. Ct., Ia., 9/16/58. 


Uphold Calif. penalties on non-resident 
for failure to file. A non-resident who 
received royalties from oil property in 
California was subjected to back taxes 
and penalties when an information re- 
turn indicated his failure to file returns 
for a three-year period. He protested the 
penalties on the basis that he was not 
aware that he owed taxes to California 
and that the state had failed to notify 


him promptly when his liability was dis- 
covered, The California State Board of 
Equalization upheld the imposition of 
the penalties. The board said the liabil- 
ity under the California law did not de- 
pend upon receiving notice. The board 
said that ordinary business care would 
have led the taxpayer to inquire con- 
cerning the taxes he owed. Ferguson, 
Calif. St. Bd. Equal., 9/15/58. 


Assessor’s basis held invalid in two ap- 
portionment cases. In two recent fran- 
chise (income) tax cases, the District of 
Columbia Tax Court held invalid the 
basis used by the District Assessor in 
apportioning the taxable income of firms 
doing business within and outside the 
District. In Peoples Drug Stores, Inc., 
the court held that the assessor erred in 
computing a deficiency tax against a 
parent company by consolidating the in- 
come of the parent and subsidiaries and 
using a sales factor in apportioning tax- 
able income to the District of Columbia. 
The court held that the District income 
tax law did not authorize the assessor to 
consolidate the business income of the 
taxpayer and its subsidiaries. Consolida- 
tion could take place, the court said, 
only on the initiative of the affected 
corporations, subject to the consent of 
the assessor. In Evening Star Newspaper 
Company the District of Columbia Tax 
Court held that under District law, an 
apportionment formula could not be ap- 
plied to the total income of a newspaper 
publishing business which consisted of 
distinct activities carried on both within 
and outside the District of Columbia. 
The court said that the formula applied 
only to net income and that there was 
no way to apportion the net income of 
the taxpayer since many of the deduc- 
tions from the gross income of the tax- 
payer’s varied activities could not be 
segregated. It ruled that no tax could be 
assessed validly on the taxpayer since no 
formula had been prescribed for the 
apportionment of income from the type 
of publishing business involved. The 
court limited the refund to the amount 
claimed by the taxpayer, but said that 
the entire tax was overpaid. Peoples 
Drug Stores, Inc., TC D. C., 7/22/58; 
Evening Star Newspaper Co., 5/13/58. 
TC D.C. 


Florida: limits use tax on machinery. 
Taxpayer distributed printed materials 
and miniature samples of its products 
to wholesale and retail déalers. The 
court held that, since these articles were 
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not imported into the state for resale, 
the importing company was the ultimate 
user and was therefore taxable. A con- 
tention by the taxpayer that it was 
exempt from use taxes on additional or 
replacement parts for machinery on 
which the maximum sales tax had been 
imposed (Florida’s sales tax law provided 
for a maximum $300 tax on the sale of 
machinery until 1957, when the maxi- 
mum was raised to $1,000) was denied 
by the court which held that the exemp- 
tion related to separate purchases in- 
cluded on a single invoice. The inclusion 
of freight charges in a use tax assessment 
was also ruled valid by the court. It said 
that no burden on interstate commerce 
resulted from imposing the use tax on 
freight charges since the tax applied 
only when the property reached the end 
of its interstate journey. United States 
Gypsum Co., Sp. Ct. Fla., 7/30/58. 


Ohio sales tax due when sales contract 
is made. Taxpayer was a photographer 
who entered into contracts for the pro- 
duction and sale of finished photographs 


and oil paintings. Usually, customers 
made down payments, and signed notes 
in the amount of the balance of the con- 
tract price plus the sales tax. The tax 
commissioner,* upon audit, determined 
that the gross contract price—not pay- 
ments made—was the sales tax base in 
each transaction. The board upheld the 
tax Commissioner, citing the language 
of the Ohio sales tax statute. Under 
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Ohio law, a sale is defined as any trans- 
action in which tangible personal prop- 
erty is or is to be transferred. “Price” is 
defined to include the value of anything 
promised to be delivered. Also, the law 
declares that the tax applies when a 
sale is made regardless of when the price 
is paid or the article is delivered. De- 
Ville Photography, Inc., Ohio BTA, 9/ 
11/58. 





New fraud and negligence decisions 


Income reconstructed by net worth; no 
evidence of fraud. Taxpayer's sources 
of income included real estate rental, 
trucking and the operation of an elec- 
trical contracting business. His contracts 
were found to be irreconcilable with his 
books and records, which in themselves 
were inadequate and incomplete. The 
Commissioner’s use of the net worth 
method to determine taxpayer’s income 
is upheld by the court after making cer- 
tain changes in the computations as 
brought out by the evidence. However, 
in spite of the computed understatement 


of income, the court does not sustain 
the fraud penalty in the absence of a 
pattern of understatements of income 
over a number of consecutive years. 
Schraedel, TCM 1958-184. 


No fraud, no deficiency. The Commis- 
sioner failed to prove that any income 
was received by taxpayer in 1946 beyond 
that reported by him, or that his return 
for that year was false and fraudulent. 
The statute of limitations, therefore, 
creates an effective bar to assertion of a 
deficiency. Delaney, TCM 1958-185. 
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Professional tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Law firm liable to excluded 


partner for his share 


' IS FREQUENTLY SAID that a profes- 
sional firm does not have goodwill, 
yet it is obvious to every practitioner 
that a long established firm with a good 
reputation has an asset of great worth 
and most partnership agreements recog- 
nize, in one way or another, the right 
of a retiring partner to some compensa- 
tion for the value he had added to the 
firm name. Rarely must that right to 
compensation be litigated. However, a 
New York, in which, 
apparently under difficult circumstances, 
a law firm terminated its partnership 
and formed a new one excluding one 


recent case in 


partner, provided the special referee 
with the opportunity to examine the 
law of partnership goodwill and the 
ethical questions involved. The plaintiff 
here had been, since 1922, an employee 
of a New York law firm and in 1936 
became a partner; he continued in suc- 
cessor partnerships through 1948. Then 
the other partners formed a new firm, 
with the same name, and excluded him. 
He sued claiming compensation for his 
share of value of the firm name, reputa- 
tion and clients. 

In his opinion, reported in N. Y. 
Law Journal, 6/26/58, Special Referee 
Isidor Wasservogel wrote: “Goodwill is 
an invisible and intangible quality of 
which the technical definition is subtle 
and illusive. It was legally recognized 
aS an important business asset in 1810 
when Lord Eldon first attempted its 
definition. At that time, goodwill 
was narrowly defined as ‘nothing more 
than the probability that the old cus- 
tomers will resort to the old place.’ With 
commercial progress and expansion, 
Lord Eldon’s definition has been vastly 
enlarged upon in subsequent decisions 
both in England and in this country. 
Courts have realized that the good dispo- 
sition’ of customers toward a particular 
firm without a fixed place of business 
may, neverthless, be a valuable asset de- 
fined as ‘goodwill.’ Judge Story, in his 


of goodwill 


treatise on partnership assets, in a com- 
prehensive definition of goodwill, stated 
that it was ‘the advantage or benefit 
which is acquired by an establishment 
beyond the mere value of the capital 
stock or funds or property employed 
there, in consequence of the general 
public patronage or encouragement 
which it from constant or 
habitual customers on account of its 
local position, or common celebrity, 
or reputation for skill or influence, 
or punctuality or from accidental cir- 
cumstances, or necessities or even from 
ancient partialities or prejudices’... . In 
the case of In re Brown (242 NY 1) 
Judge Cardozo stated: ‘the books abound 
in definitions of goodwill. . .. Men will 


receives 


pay for any privilege that gives a rea- 
sonable expectancy of preference in the 
race of competition . . . Such expectancy 
may come from succession in place or 
name or otherwise to a business that has 
won the favor of its customers. It is 
then known as goodwill. Many 
are the degrees of value. At one ex- 
treme there are expectancies so strong 
that the advantage derived from eco- 
nomic opportunity may be said to be a 
certainty; at the other are expectancies 
so weak that for any rational mind they 
may be said to be illusory.’ (Italics 
added.) 

“There is nothing in either Judge 
Story’s or Judge Cardozo’s accepted de- 
finitions of goodwill that precludes a 
professional business from creating and 
maintaining such an asset. Undoubtedly, 
the foundation of any advantage which 
one may gain from goodwill depends 
upon many things other than ‘place’ as 
first enunciated by Lord Eldon. 
Nevertheless, many cases in New York 
held that, because goodwill is 
essentially personal in its nature, like 
the individual’s skill, it departs with the 
person. Whatever may be- the 
foundation of the objection to the crea- 
tion and disposition of the goodwill of a 


have 


professional firm in this state, such sales, 
transfers and other means of relinquish- 
ing this asset have long been recognized 
as valid in many other jurisdictions. . . . 
In the opinion of the court, the New 
York cases relied upon by defendants 
which, in effect, deny the existence of 
goodwill in a professional partnership 
have confused productive efficiency and 
proficiency, the qualities which attract 
clients and promote goodwill, with the 
resulting goodwill itself. It cannot be 
disputed that this intangible asset is 
created by effort which is personal, but 
the goodwill which is the result of such 
effort may very well be impersonal. 
Where the members of a firm contribute 
‘intelligence, integrity, fortune or credit,’ 
the firm as a whole acquires a reputation 
and an economic value which enhances 
the chance of future profit. . . . Thus, 
in Mendelsohn v. Equitable Life Assur- 
ance Society (178 Misc. 152), although 
the court held that a partnership has 
no goodwill to be distributed as a firm 
asset on its dissolution, it nevertheless 
recognized ‘that a person in search of 
legal counsel might be persuaded by the 
familiar ring of a distinguished name.’ 
This is the very essence of ‘goodwill’ of 
a law firm such as is here involved. 
“Under the moral standards of our 
profession as fixed by our code of ethics, 
the practice of law, per se, is not a 
‘business.’ Nevertheless, in view of the 
acknowledged economic competition 
existing in the field of law as well as in 
all other endeavors, there is no logical 
reason for depriving partners of a law 
firm of their due share of the profes- 
sional partnership goodwill merely be- 
cause of an antiquated rule which, in 
its origin, narrowly restricted the defini- 
tion to the ‘locality’ of mercantile estab- 
lishments. Today, it is a recognized 
property right which courts of equity 
readily protect against infringement. An 
archaic adherence to a_ prohibition 
against its evaluation and distribution 
among professional partners is unrealis- 
tic, unjustifiable and inadequate in serv- 
ing the needs of our modern, complex 
and highly specialized legal profession. 
“The court is aware of the provisions 
of canon 34 of the.canons of ethics 
which, in effect, prohibit the sale of 
goodwill by a lawyer and agrees with 
defendants’ contention that the clientele 
of a law partnership is not the proper 
subject of barter or sale. In the instant 
action, however, the issues do not in- 
volve a sale of goodwill. The precise 
problem here is whether a former’ law 
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partner may demand and receive his 
proportionate share of the partnership 
goodwill when all the remaining part- 
continue with the use and ex- 
ploitation of the same name, locale, fa- 
cilities, reputation and clientele of the 
former partnership toward whose repu- 
tation and goodwill plaintiff's personal 
efforts were a conceded asset and benefit. 
In the opinion of the court, such par- 
ticipation in the goodwill of a successor 
firm, only to the extent that plaintiff 
contributed thereto and is responsible 
therefor, is not prohibited by the au- 
thorities cited by defendants, nor does 
it impinge upon the public policy of this 
state against the sale of a law practice 


ners 


or the prohibition of non-lawyers’ shar- 
ing in legal fees. It is to be noted that 
such participation would be in accord 
with many cases concerning other pro- 
fessions and fields of personal service. 
... The court is unaware of any rule 
of law or equity which permits defend- 
ants to use and to profit from the good- 
will and reputation of their firm in 
total disregard of plaintiff's contribution 
to this valuable The mere fact 
that the evaluation of such contribution 


asset. 


may be difficult to ascertain upon an 
accounting is not sufficient reason to pre- 
clude plaintiff from his right to attempt 
to fix a just compensation for his con- 
tribution. 

Defendants may, of course, take the 
position that plaintiff's personal efforts 
alone resulted in no material contribu- 
tiont to the over-all goodwill of the firm. 
Chat, however, is a matter to be dealt 
with upon the accounting and is not 
ground at this time for denying to plain- 
tiff an opportunity to establish the value 
of his alleged contributions to defend- 
ants’ fees and earnings after the date of 
the severance of his personal relation- 
ship with the partnership.” ; 


New Cire. 230 seems to 
expand “Diligence” rule 


[ue IRS HAS PUBLISHED, as a proposed 


rule, a revision and consolidation of 


Circular 230 governing practice before 


the Service. There is considerable re- 
arrangement in the new Circular 230 


and, although it was apparently in- 
tended to make no changes in substance, 
some differences in language between 
the old circular and the new have raised 
questions. For example, on the subject 
of the obligation of an enrolled person 
as to the accuracy of material submitted 
by him, the language of the old varies 


considerably from the new. Section 10.2 
of the present Regulation now provides: 

“(p) Diligence as to a¢curacy.—Each 
enrolled person shall exercis¢ due dili- 
gence to ascertain the correctness of any 
information which he imparts to a 
client with reference to any Treasury 
Department matter, and no enrolled 
person shall withhold information rela- 
tive to any such matter from a client who 
is entitled to the information. . 

“(w) Preparation of documents by en- 
rollees.—Each enrolled person shall exer- 
cise due diligence in preparing or assist- 
ing in the preparation of, approving and 
filing returns, documents, affidavits and 
other papers relating to Treasury De- 
partment matters, and in otherwise 
representing clients before the Treasury 
Department; and no enrolled person 
shall unreasonably delay the prompt 
disposition of matters before the Treas- 
ury Department by neglecting to answer 
correspondence, by unreasonably delay- 
ing the filing of closing agreements, by 
filing frivolous claims for refunds, or 
otherwise.” 

Proposed Regulations relating to the 


New decisions on 
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revision of these practice and procedure 
regulations read as follows: “Prop. Reg. 
Section 10.24. Diligence as to accuracy. 
Each enrolled attorney or agent shall 
exercise due diligence to determine the 
accuracy of representations made by him 
to the IRS and to clients with reference 
to any matter administered by the IRS, 
including the accuracy of oral statements 
and of returns, documents, affidavits and 
other papers prepared, approved, or filed 
by the attorney or agent.” 

Does the requirement of “diligence to 
determine the accuracy of . . 
ment” 


. a docu- 
(Prop. Reg.) impose a greater 
burden than diligence in preparing a 
document (D.C. 230)? For example, does 
it mean that a person preparing a tax re- 
turn would, under the new Circular 230, 
have a duty to determine the accuracy 
of statements made by the taxpayer? 
Would it impose a duty at least to ex- 
amine the books or checks of the tax- 
payer? Although it may be that no 
change in the old Regulations was in- 
tended, the language of the proposed 
Regulations inevitably engenders some 
doubt. ¥ 
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*Clinic’s tax exemption revoked retro- 
actively. A clinic derived its income 
from the services of a group of physi- 
for all 
practical purposes, associated together in 
the practice of medicine, and were free 
to set their own The control of 
the clinic was in the hands of three in- 
dividuals related by marriage. Upon the 
evidence as a whole, the court finds that, 
for the period 1945-1953, the clinic was 
operated for profit by a small family 
group; that operations for profit were 


cians and dentists who were, 


fees. 


the clinic’s predominant activity; and 
that such charitable services as were ren- 
dered by the associated physicians were 
occasional and of too minor a volume to 
qualify the clinic for exemption. Further- 
more, the Commissioner is held not to 
have abused his discretion in revoking 
the tax exemption retroactively to 1945, 
even though the large amount of total 
deficiencies resulting therefrom caused 
the clinic irreparable hardships. Lorain 
Avenue Clinic, 31 TC No. 19. 


Sale of club property upon liquidation 
will not affect tax exemption. A tax 
exempt social club which is unable to 
continue its exempt activities will not 
be deprived of its exemption because 


a profit was realized on the sale of all 
the club’s property upon liquidation. 
The sale and distribution of assets in 
liquidation to its active members will 
be considered incidental to its exempt 
purpose. Rev. Rul. 58-501. 


Championship tournaments not an un- 
related business activity. An organiza- 
tion formed for the purpose of promot- 
ing and conserving the best interests and 
true spirit of a game [not identified— 
Ed.|, and exempt under Section 501(c) 
(6), is not subject to the unrelated busi- 
ness tax on income derived from the 
operation of championship tournaments, 
the grant of radio and television rights 
and the sale of publications relating to 
the rules of the game. Rev. Rul. 58-502. 


Rent is unrelated income though tenant 
is also exempt. A charitable foundation 
rented space to a nursing school. Though 
both are tax-exempt, if the lease meets 
the tests of a business lease under Sec- 
tion 514, the fact that the tenant is also 
exempt will not make the transaction 
one substantially related to the purposes 
of the landlord. As unrelated business 
income, the rent will be taxable. Rev. 
Rul. 58-547. 
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Executive’s compensation package can 


have many benefits, save him much money 


by GEORGE L. WEISBARD 


In keeping one’s eyes open to see that executives get the best possible tax break, 


management should remember the wide variety of tax-saving possibilities permitted 


by the law. Don’t be blinded by the glitter of a pension plan, profit-sharing or 


stock-option plan. These are old stand-bys, but there are many additional benefits 


that can be put in the package for the executive you want to favor. This article 


takes a look at the assortment, shows how some of them can be put together to 


brighten the life of the hard-working man. 


A CORPORATE EXECUTIVE iS anxious to 
protect his savings against reduction 
inflation. He also 
desires to convert part of his earnings 


in value caused by 


into capital gains to increase his life- 
time take-home pay. The company wants 
to extend an incentive to increase its 
operating profit without any cash outlay. 
These, then, are the major motivations 
for executive stock deals. Currently there 
are hundreds of variations on this theme. 
They may, however, be divided into four 
main groups: purchase plans, options, 
bonus methods and stockless stock sys- 
tems. Each of these current techniques 
merits separate consideration. 


Stock purchase plans 

Here we find the greatest variety be- 
cause these plans have had the longest 
vogue. There are three kinds: (1) con- 
ventional, (2) leverage, or (3) affiliated. 
Conventional stock purchase plans are 
of two general types: immediate pay- 
ment plans and installment payment 
plans. Such plans usually are designed 
to promote stock ownership by a broad 
group of employees and hence are not 
particularly advantageous to executives. 
The New York Stock Exchange pub- 
lished an excellent brochure entitled, 
“Stock Ownership Plans for Employees.” 
Read it if you are interested in this 
subject. 

Most executives share a difficult prob- 
lem in raising enough cash to purchase 
a significant stock interest. Leverage 
stock provides the solution. Leverage 


stock may be defined as stock the earn- 
ings per share of which will increase at 
a faster rate than total earnings increase, 
because of the presence in the capital 
structure of substantial amounts of 
senior capital entitled to a fixed return. 
That is accomplished by a tax-free re- 
capitalization which distributes new pre- 
ferred present common 
stockholders in value equal to the com- 
pany’s present worth and with a divi- 
dend rate equal to current earnings. The 
watered-down common stock is then sold 
to the executive at a relatively low cost. 
Sometimes an employer organizes an 
affliated corporation either to engage 
in business with itself or to invest in em- 
ployer stock. A spin-off is one of the 
methods used to achieve this. The em- 
ployer advances to the affiliate most of 
the funds it needs either for debt or pre- 
ferred stock, and the affiliate’s common 
stock is held by executives of the em- 
ployer. This technique was used suc- 
cessfully by the Ford Motor Company. 
If an executive buys stock of his em- 
ployer, he deserves an avenue whereby 
he can ultimately realize on his invest- 
ment. In a publicly held corporation, 
this is no problem. In a closely-held cor- 
poration, however, definite prearrange- 
ments must be made to thaw out what 
would otherwise be a frozen minority in- 
terest. Hence, the executive agrees that, 
upon retirement, separation or death, 
his stock will be surrendered to the 
company. The company commits itself 
to pay him at an agreed price formula. 


stock to the 


Terms of payment are usually over a 
period of years geared to the installment 
provisions of the Code. 


Stock options 


A stock option has several advantages 
over stock-purchase plans: it is more 
flexible; the executive risks nothing; in 
fact, he gets a free ride on the stock’s 
appreciation, and there is favorable tax 
treatment if a statutory restricted stock 
option is used. 

Non-statutory stock options are fast 
losing their lure. The Supreme Court 
in the LoBue decision held that the em- 
ployee received taxable compensation 
when he made a bargain purchase of his 
employer’s stock under a so-called pro- 
prietary stock option. Surely a safer 
method is more appealing. 

Section 421 of the 1954 Code blue- 
prints the restricted stock options: (1) 
The option price must be at least 95% 
of the fair market value of the stock 
when the option is granted. (2) The op- 
tion must be granted by the corporation 
to an employee because of the employ- 
ment relationship. (3) The option must 
be non-transferable, except on the em- 
ployee’s death. (4) During the employee’s 
life, the option must be exercisable only 
by him. (5) The option must not be 
exercisable more than 10 years after it 
was granted. (6) The executive must 
exercise the option while still employed 
by the corporation or within 3 months 
after termination of employment. (7) 
The executive must not dispose of the 
stock during the first two years from the 
date the option was granted, nor during 
the first six months after receiving the 
stock. If the executive dies, this restric- 
tion does not apply. (8) If the executive 
owns more than 10% of the company’s 
voting stock (directly or indirectly), the 
option price is raised to 110% and the 
exercise period is reduced to five years. 

To the executive, the tax consequences 
of a restricted stock option are attractive. 
His profit realized on the eventual sale 
of the acquired stock is a long-term capi- 
tal gain. By virtue of a recent amend- 
ment, if the option is held at death and 
exercised by the estate, the pre-death 
appreciation is exempt from tax. 

One may well ask, “Where do I get 
the cash for exercising my stock option?” 
It appears that current financing prac- 
tices include: installment payments over 
a period of four or five years; payroll 
deductions to pay fog the year’s stock 
allotment; a down-payment of $1 per 
share with the balance over 10 years and 
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with the optioned stock pledged to the 
company to secure the unpaid balance. 

From the corporation’s point of view, 
all stock-purchase plans and stock op- 
tions have a common defect: neither 
approach yields the corporation any tax 
deductions. Hence, some companies pre- 
fer a stock-bonus method. 


Stock-bonus methods 


A qualified stock-bonus plan is de- 
scribed by the Regulations as a trust 
established and maintained by an em- 
ployer to provide benefits similar to 
those of a profit-sharing plan, except 
that the employer's contributions are 
not necessarily dependent upon profits 
and the benefits are distributable in the 
employer’s stock. It is required that 
there be a definite, predetermined 
formula for allocating contributions 
among participants and for distributing 
the assets accumulated under the plan. 

Here are the tax results of a qualified 
stock bonus trust: (1) Although the ex- 
ecutive acquires an immediate beneficial 
interest in the employer’s stock, he is 
not taxed on its value when created. (2) 
The employer gets an immediate deduc- 
tion. (3) Dividends and other income re- 
ceived by the trust are exempt from 
taxation. (4) Appreciation in stock value 
while in the trust is not taxed to the 
executive. (5) The executive is taxed 
only at capital-gain rates when he ac- 
tually receives the stock. 

Note, however, that the Code (Sec- 
tion 401) requires a qualified stock- 
bonus plan to grant participation in the 
plan to a broad group of employees. 
The Code forbids discrimination in 
favor of officers, shareholders, highly 
compensated employees or supervisory 
employees. 

Unqualified stock-bonus methods are 
many and varied. Basically there is a 
transfer to an executive of company 
stock as part payment for his services. 
He pays no cash for the stock, but ob- 
viously needs cash to pay his income tax 
on the fair market value of the stock he 
receives as ordinary income. Some com- 
panies solve this by making the bonus 
payable part in stock and part in cash, 
the proportion depending on the execu- 
tive’s individual tax bracket. 


Stockless stock systems 


Some of our nation’s best inventive 
talent flows, not to the Patent Office, but 
rather into ingenious tax devices. Here 
are three current examples of how to 
obtain some or all of the objectives of 


executive stock ownership without any 
stock. 

The DuPont Company annually 
awards to a group of key executives a so- 
called limited partnership in, the busi- 
ness in the form of dividend units in 
lieu of present cash and stock bonuses. 
Each dividend unit entitles the executive 
to cash payments equal to the annual 
dividends paid on one share of the com- 
pany’s common stock. These cash pay- 
ments are to be continued annually dur- 
ing the beneficiary’s life until his 85th 
birthday. If he dies before age 85, his 
dividend units pass to his estate. Dur- 
ing the executive's lifetime, his dividend 
units are not transferable. 

All rights in a dividend unit award are 
forfeited by an executive if he is dis- 
missed or leaves the company within 10 
years after the award for any reason 
other than death or retirement pursuant 
to the company’s retirement plan. The 
executive also forfeits his rights in a 
dividend unit award if he retires pur- 
suant to the company’s retirement plan 
within 10 years of the dividend unit 
award and, within one year after retire- 
ment, engages wilfully in any activity 
which the Salary Committee considers 
harmful to the company. 

Insofar as any one award is concerned, 
there are no conditions on the execu- 
tive who stays with the company for at 
least 10 years after that award. At the 
expiration of 10 years, his rights in that 
award become non-forfeitable. If the 
award is granted within 10 years of his 
normal retirement, his rights become 
non-forfeitable on the first anniversary 
of his retirement. 

The Koppers Co. awards each execu- 
tive up to 5,000 units of pseudo stock. 
Each unit represents one share of com- 
pany stock with all its attributes. The 
executive has no right to any actual 
shares of stock. The value of each unit 
comprises everything thai affects the 
value of the actual shares: dividends, 
stock splits and appreciation in market 
price from date issued to the executive. 

An executive must remain with the 
company at least five years or until re- 
tirement if less than five years. He must 
be available for consultation by the 
company for 10 years after retirement. 
Finally, he must not compete with the 
company. 

Upon retirement, the executive be- 
comes entitled to all the dividends ac- 
cumulated by his units plus their incre- 
ment in value since they were first issued 
to him. This sum is payable over a 10- 
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[Mr. Weisbard heads the accounting firm 
bearing his name in Chicago. He is also 
an attorney. This article is adapted 
from a paper written by him for the 
University of Chicago’s recent Tax Plan- 
ning Seminar.] 





year period in quarterly installments. 

Another variation of the shadow stock 
system adds two further elements to the 
DuPont or Koppers method: (1) Divi- 
dend credits are converted into an addi- 
tional number of share credits based on 
the then market value of the stock. (2) 
After retirement, the executive receives 
either cash equal to the value of the 
stock or actual stock from treasury stock 
or from unissued stock. [See, however, 
note on Consolidation Coal Co. at 9 
JTAX 149 in which the phantom-stock 
deal was held illegal.—Ed.] 

Obviously, a corporation which de- 
sires to round out an executive pay pack- 
age with a stock deal has a wide selec- 
tion of plans to choose from, but heed 
this word of caution: any stock plan 
(even if “stockless’”) should be approved 
by stockholders. 


Cash bonus plans 

Executives are generally paid a share 
of the profits from the business over and 
above their fixed compensation. This 
supplemental compensation is either a 
non-contractual bonus or a contractual 
bonus. 

Most employers prefer to determine 
annually how much bonus they wish to 
distribute, to whom it should be dis- 
tributed and in what proportions. This 
year-to-year, non-contractual bonus plan 
is completely flexible as to amounts and 
recipients. It is an incentive to harder 
work. Executives, however, are rarely 
happy with such an arrangement for the 
reason that the bonus is subject to the 
whim of the employer. 

To supply that deficiency, companies 
have been adopting contractual bonus 
plans. These agreements are made with 
one or more employees and spell out 
the amount of profits to be shared and 
how the “melon” is to be cut up among, 
the participants. This provides a genuine 
incentive. 

An employer reporting on the accrual 
basis is entitled to deduct a bonus in 
the year earned, even though payment 
may be postponed to await the custom- 
ary year-end audit. The employee is tax- 
able in the year of payment. 

Group term life insurance is easily the 
most popular type of coverage for em- 
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ployee protection. Here’s why. It is rela- 
tively inexpensive; rates are wholesale. 
It is non-contributory; the employee 
pays nothing. It is non-medical; uninsur- 
ables like it. In addition, premiums are 
currently deductible and it levies no in- 
come tax on the employee. 

Low limits are normally encountered 
in broad-based group insurance plans. 
To overcome this, some industrial as- 
sociations make available to executives 
of their member companies a group 
coverage with more substantial limits. 
One example of this is the American 
Trucking Associations, Inc. with death 
benefits up to $40,000. 

Split-dollar 
substantial benefits to executives with- 


insurance policies offer 
out tax liability. The policy is divided 
between the employer and the executive 
so that the cash surrender value is owned 
by the employer and the executive owns 
the rest. The employer pays net pre- 
miums equal to the yearly increase in 
cash value and the executive pays the 
difference. The result is that an execu- 
tive pays a very small portion of the 
premium and the employer's payment 
is always secured by the cash value of the 
policy. The Treasury has ruled that such 
premium payments result in no taxable 
income to the executive for the reason 
that they are merely interest-free loans. 
On death, that part of the proceeds 
equal to the cash value will be paid to 
the employer and the beneficiary re- 
ceives the balance. 

Code Section 105 is receiving a great 
deal of attention these days. Under it, 
accident and health plans extend tax- 
free benefits to an employee, his wife 
and dependents. These benefits include 
medical expenses, awards for permanent 
physical injury and wage continuation 
payments during an employee’s illness. 
The company’s plan for these benefits 
need not be in writing. The existence 
of a program, policy or custom at the 
time of the illness is sufficient. Moreover, 
the plan need not be legally enforceable 
so long as the employee knew of the 
plan or the plan itself was reasonably 
available to him. The plan may cover 
one or more employees, and there may 
be different plans for different employees 
or classes of employees. 

Although such plans need not be in- 
sured, health insurance is currently the 
fastest spreading type of employee bene- 
fit. Premiums are deductible by the em- 
ployer as ordinary and necessary business 
expenses. Hence, major medical expense 
policies are being bought for executives 
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in addition to usual policies that cover 
bills for smaller illnesses. Policies with a 
deductible clause are most popular in 
this field. They work much like auto- 
mobile collision insurance policies. The 
executive pays the first $50 or $100 of 
his bills and the insurer pays the bal- 
ance. 


Deferred compensation 


Non-contractual pensions are paid by 
some companies. Under this program, 
without any contractual obligation, the 
company pays its executives a stated 
amount each year after retirement. The 
tax results are simple: the company gets 
a deduction only if, as and when it pays. 
The executive is taxable on receipt. This 
“iffy” arrangement fails to provide the 
executive with any real sense of security. 

Contractual pensions eliminate that 
disadvantage. The written agreement 
between the company and the executive 
requires him to stay with the company 
for a specified number of years or until 
a Stated age. It stipulates that thereafter 
the company will pay him a stated 
amount periodically for life or for a 
given number of periods, say 10 years. 
It may also provide for the continuation 
of those-payments to his widow if he dies 
before complete pay-out. The employer's 
tax deduction comes only with payment. 
The executive picks up the payment in 
his income when he receives it. 

Several cautions should be observed 
in using pension or deferred-compensa- 
tion contracts: 

1. Make the executive’s rights con- 
tingent. Some common contingencies in- 
clude: continued employment during 
the working period; no competitive ac- 
tivities during the pension period; rendi- 
tion of consulting services or attendance 
at board meetings during retirement. 

2. Avoid funding. Don’t put money in 
trust for the executive. This may per- 
manently deprive the company of a de- 
duction if the executive’s rights are for- 
feitable. 

3. Insurance, if bought, should be 
isolated from the contractual obligation 
for pension payments. 

Unqualified pension or deferred-com- 
pensation contracts require great care in 
preparation to prevent badly stubbed 
tax toes. No accident insurance is ob- 
tainable for the amateur with his do-it- 
yourself kit in this field. 

“The fringe on top” is a popular ex- 
pression to denote that multitude of tax- 
free benefits available for executives to 
supplement their cash compensation. 


The executive dining-room is one of 
the most common benefits currently 
being offered by American Industry. 
Meals are either free or at a nominal 
charge. Whether served by the com- 
pany or by professional caterers, these 
luncheons are advantageous. The execu- 
tive saves cash and time and the com- 
pany profits from the informal shop 
talk that inevitably ensues in such sur- 
roundings. 

Supper money paid to an employee 
who performs extra labor after hours is 
not taxable, as it is deemed to be for the 
employer’s convenience. 

Many companies provide their execu- 
tives with an annual, complete medical 
check-up. This is done to keep the per- 
sonnel in good working order—at least 
until they are “fully depreciated.” For 
this purpose, some large companies main- 
tain their own medical staff and most 
companies engage the services of an out- 
side physician, hospital, or clinic. Some- 
times the clinic is located near (or as 
part of) a well-known vacation spot. 
During his week’s stay, the executive 
spends part of each day undergoing 
medical examination and the balance 
of each day enjoying the resort facili- 
ties. The executive’s spouse and de- 
pendents may likewise receive non-tax- 
able medical care, the payments being 
deductible by the employer. 

The catalogue of tax-favored luxury 
benefit plans includes: company dances, 
picnics and theater parties; company- 
owned golf courses, swimming pools and 
recreational buildings; company-spon- 
sored athletic teams and hobby clubs; a 
company-owned hunting lodge; company 
payment of its executives’ membership 
dues in a country club or city club; sub- 
sidized vacation facilities and company- 
owned watercraft. 

The Treasury is inclined to look with 
a jaundiced eye at fringe benefits which 
can be classed as luxuries especially if 
the plan favors a privileged few. To mix 
business and pleasure properly, it is 
essential scrupulously to avoid any and 
all arrangements which even remotely 
suggest that the plan is merely a tax- 
dodging scheme. Broaden the base of 
employee participation and carefully 
document the company business benefits 
being derived from the expenditures. 

One leading commentary says: “The 
Treasury has, for many years, approved 
the deduction of necessary expenses paid 
or incurred by trade association member 
companies in sending a representative 
to the anual convention of the associa- 
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tion for the sole purpose of furthering 
its business interests. And, if the associa- 
tion just happens to choose a prominent 
vacation resort as the site of its annual 
convention, who of us would say that 
an attending executive should not, be- 
tween meetings, avail himself of the re- 
sort’s amusement facilities. Not even the 
Treasury goes this far.” (Prentice-Hall, 
Inc., August 8, 1957.) 

Management clinics are another illus- 
tration of how executives can sometimes 
lead the good life at company expense— 
while participating in a business project, 
of course. Dartnell Corp., a Chicago 
sponsor of executive clinics attended by 
officials of such firms as Shell Oil Co., 
United Fruit Co. and the Allis-Chalmers 
Manufacturing Co., holds its educational 
the finest hotels available. 
“After all,” says a Dartnell officer, “we 
approach top-management people and 
they are used to good accomodations.” 

Companies frequently provide their 
executives with automobiles and some- 
times airplanes to enable them to carry 
out their duties more expenditiously. 
Chis is perfectly permissible so long as 


sessions in 


such vehicles are used in company busi- 
ness. 

Companies with overseas investments, 
branches, customers, or suppliers have 
the unique opportunity to offer execu- 
tives overseas vacations. Periodic inspec- 
tion tours of foreign operations are fully 
justifiable and would seem to be a safe 
tax bet for the company and the lucky 
executive who is chosen to go. 





Entertainment expenses are one of the 
common methods of granting an execu- 
tive tax-free benefits by permitting him 
to partake in entertainment which is 
closely connected with his business ac- 
tivities. Companies should come to a 
definite, written understanding with 
their executives on the expense account 
problem, and both parties should ad- 
here to it. Wherever possible, credit ar- 
rangements should be established with 
railroads, airlines, hotels, night clubs 
and similar organizations. The company 
will then be billed directly for expenses 
incurred by its executives. 

Corporate loans are often made to 
executives at low interest, or without in- 
terest, to aid in buying a home. This 
practice would appear tax-exempt under 
the principle of the split-dollar insurance 
arrangements. Be sure, however, to check 
the state law restricting loans to corpo- 
rate officers and stockholders. 


Conclusion 

Finally, fringe benefis are largely of 
a wasting nature. They furnish no per- 
manent build-up of resources for the 
executive. Hence, management should 
exercise sufficient moral restraint to pre- 
vent stretching such fringes beyond rea- 
sonable limits. 

The selection and implementation of 
techniques for executive compensation 
which yield the greatest tax benefit can 
be a valuable management tool. In the 
final analysis, however, sound business 
judgment must be paramount. w 


New compensation decisions this month 


Payment to executive’s widow pur- 
suant to company policy was income. 
laxpayer’s husband was an officer, stock- 
holder and director of a corporation. He 
owned less than 1% of the stock of the 
company. Upon his death in 1951, the 
corporation paid her some $34,000, an 
amount equal to nine months’ salary of 
accord with the 


her late husband, in 


policy, adopted some five years previ- 
ously, of paying nine months’ salary to 
the widows of its higher officers. While 
this policy had been formally adopted 
as a resolution of the board of directors, 
apparently the corporation was under 
no legal obligation. The lower court 
found that the corporation intended to 
make a gift and the payment was not 
income to taxpayer. This court reverses 
with one dissent. The policy was de- 
signed to induce executives not to leave 


the company’s employ. The fact that the 
payment was deducted under the head- 
ing “‘salaries” shows no gift intent. [IRS 
has announced it will not further litigate 
the voluntary 
widows under the 1939 Code, but will 


issue of payments to 
continue to litigate agreed payments— 
Ed.| Simpson, CA-7, 11/7/58. 


wRegulations erred in denying $5,000 
death benefit exclusion to non-forfeit- 
able interests [Old Law]. Under the 1939 
Code $5,000 of the total death benefits 
distributed from a pension trust is to be 
excluded from gross income. of the re- 
cipient. However, the Regulations denied 
the exclusion if the deceased employee 
had a non-forfeitable right. to receive 
such amount prior to -his death. The 
court finds the Regulations invalid. Four 
dissents; one dissenting judge finds the 
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Regulation a valid test for determining 
whether or not a benefit is a true death 
benefit. [The 1954 Code specifically 
denies exemption if the employee had 
an unforfeitable right prior to death.— 
Ed.) Hess, 31 TC No. 20. 


Pension trust distributions are not in- 
come in respect of decedent. Taxpayers 
as beneficiaries of a deceased employee 
received distributions from a qualified 
pension trust which are taxable to them, 
though as capital gain. Since the value 
of these interests was also included in 
the employee’s estate, the beneficiaries 
claimed the receipts were “income in 
respect of a decedent” and they should 
be allowed a credit for estate taxes paid. 
The court holds that these distributions 
from a qualified trust are of income of 
the trust, the decedent, and no 
estate tax deduction is allowable. Two 
judges dissent on the ground that Sec- 
tion 126 was intended to apply to just 
this kind of situation. Hess, 31 TC No. 
20. 


not 


vevxConvenience of employer is test of 
taxability of lodgings; Regulation stress- 
ing compensation invalid. Taxpayer, a 
Veterans Administration doctor, was re- 
quired to live on the hospital premises; 
however, the value of the lodging fur- 
nished him was deducted from his sal- 
The Commissioner taxed his full 
in accordance with the Regula- 
tions, which provide that the conven- 
ience of the employer rule will be ap- 
plied only if the compensatory character 
of the benefit is not otherwise determin- 
able. The court, however, reviews the 
legislative history of the 1954 Code. and 
finds that the intent of Congress was to 
make the convenience of the employer 
the primary test regardless of whether 
the benefit is to be considered compen- 
sation to the employee. Boykin, CA-3, 
10/30/58. 


ary. 
salary 


Reynolds’ employee-profit-sharing not 
fully deductible. Under a plan begun in 
1912 and designed to encourage selected 
employees to invest in the stock of the 
company, the Reynolds Tobacco Com- 
pany distributed that percentage of its 
annual profits which was in excess of a 
specified base. Officers and other em- 
ployees owning corporate stock acquired 
by purchase from either the company 
or other employees received the distribu- 
tions. In 1949, the plan was changed 
because stockholdings of employees had, 
through inheritance, gifts and ~urchases 
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on the open market, become dispropor- 
owners’ value to the 
Similar 


tionate to their 


company. distributions were 
made to employees of a wholly-owned 
subsidiary. The Tax Court found that 
these distributions had characteristics of 
both dividends and compensation. It 
held that the distributions to the com- 
pany’s own employees were deductible 
to the extent that they were reasonable 
incentive compensation as determined 
under a formula allowing a portion of 
the payment equal to a percentage of 
a fixed base salary. Distributions made 
to the subsidiary’s employees could not 
be deducted, as no services were ren- 
dered to taxpayer. This court affirms. 
At issue here was the 
1949 1950. The notes that 
the Court of Claims denied a deduction 
for 1940-1947 and points out that the 


deduction for 


and court 


plans were somewhat different and that 
the Court of Claims made no attempt 
to use a formula to allow part. Further- 
more, it says that the burden of proof 
on taxpayer in a refund suit is heavier 
than in the Tax Court. Reynolds 
Tobacco Co., CA-4, 10/6/58. 


Compensating stock option is taxable to 
husband when surrendered by wife. Tax- 
payer, a corporate executive, received an 
option in 1947 to purchase shares of 
unissued stock from his employer. The 
option was conditioned on his employ- 
ment with the company, and, the court 
finds, had no ascertainable market value 
when issued. During 1948 and 1950, he 
assigned his rights under the option 
agreement to his wife and daughters 
for a The as- 
signees never exercised the option, but 
in 1952 surrendered it to the company 


nominal consideration. 


in return for $2 for each share covered 
by the option. The court holds the gain 
realized from the includ- 


ible in taxpayer’s income. Since any 


surrender is 


income realized by taxpayer from the 
exercise, surrender or disposition of the 
option would have constituted compen- 
sation for his services, the proceeds re- 
ceived by others as the result of an in- 
effective disposition of the option pur- 
suant to a transaction not at arm’s 
length are likewise taxable as compensa- 
tion to him. Enos, 31 TC No. 14. 


Determination of employees’ costs of 
pensions that began prior to 1954. Under 
the general rule in the Code for deter- 
mining return of pension costs over the 
pensioner’s life expectancy, an employee 
who has made contributions toward an 
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annuity may, if his. entire cost will be 
recovered within three years, treat all 
receipts as return of capital until his 
cost is recovered. This ruling explains 
how this rule applies to annuities which 
began prior to 1/1/54 i.e. under the old 
Code. The ruling covers determination 
of the employees’ costs, especially treat- 
ment of contributions for employees of 
states and municipalities during periods 
when compensation, including pension 
fund contributions, of employees en- 
gaged in government func- 
tions was considered exempt. Rev. Rul. 
58-497. 


essential 


Can’t spread back commissions on 13 
orders. Taxpayer was employed as a 
general sales representative to sell ma- 
chine tools. Shortly after his employ- 
ment, taxpayer contacted representatives 
of the Ford company and carried on ex- 
tensive promotional activities and nego- 
tiations with them leading toward the 
receipt of 13 orders which were shipped 
and paid for. Since his activities with 
reference to the 13 orders extended over 
36 months, 1951-1954, he sought to 
allocate the commissions of $35,000 re- 
ceived in one year over the employment 
period. The court holds that the total 
commissions do not constitute compen- 
sation for “an employment” and can- 
not qualify for spreadback relief. As a 
general salesman, taxpayer was not di- 
rected in his employment to any par- 
ticular project. Each of the 13 orders he 
negotiated with Ford was separate and 
distinct and represented the results of 
unrelated services, so that the commis- 
sions cannot be attributed to inseparable 
services relating to a particular project. 
Ranz, 31 TC No. 13. 


Normal retirement age determined for 
exclusion of disability pension payments 
as sick-pay. The sick-pay exclusion is ap- 
plicable only if the payments are made 
under a wage continuation plan and dur- 
ing an employee’s absence from work. 
Payments received after the employee's 
normal retirement age are not sick-pay. 
The Service here determines the normal 
retirement age under a specific plan 
under which the lowest age at which an 
employee could retire was 60 for men 
and 55 for women. These are the normal 
retirement ages. Rev. Rul. 58-544. 


Exclusion under “convenience of em- 
ployer” rule applies only to meals and 
lodging furnished in kind. Amounts 
charged to Federal prison employees for 


meals and living quarters cannot be ex- 
cluded from their gross salaries under 
the “convenience of employer’ rule. 
That exclusion applies only to meals and 
lodging furnished in kind, without 
charge or cost to the employee. [The 
Boykin case, reported above, held in- 
valid the Regulation on which this rul- 
ing is based.—Ed.] Rev. Rul. 58-545. 


Year’s royalties withheld as pledge; prior 
year’s qualify for spreadback. The au- 
thor of The High and the Mighty, re- 
porting on the cash basis, entered into 
a contract with his publisher whereby 
the publisher made him an advance of 
$40,000 on a new novel, Soldier of For- 
tune. The publisher was to withhold 
any royalties accruing on the old novel 
after 1/31/54 until the author’s actual 
earnings on the new one materialized. 
During 1954 the royalties on the new 
novel amounted to only $1,600. Since 
royalties on the new novel did not reach 
$40,000 in 1954, the court holds the 
novelist was not in constructive receipt 
that year of the royalties accrued on the 
old one subsequent to 1/31/54. Accord- 
ingly his gross income from the old novel 
received during 1953 is found to exceed 
80% of the total gross income from this 
novel during 1953, all prior years, and 
the 12 succeeding months of 1954, and 
taxpayer is therefore entitled to the 
spreadback relief benefits of 1939 Code 
Section 107(b) in determining his 1953 
tax liability. Gann, 31 TC No. 23. 


Option on stock of survivor in merger a 
“modification” of option on disappear- 
ing firm. Section 421 of the Code pro- 
vides special rules applicable to new re- 
stricted stock options which are modifica- 
tions of old ones. [Such modifications 
need not meet the tests for new ones, 
e.g., Option prices, number of shares 
held, waiting period prior to exercise, 
etc.—Ed.] Subsection (g) permits new op- 
tions after a reorganization to be treated 
as modifications of the old if the rela- 
tion between option price and value is 
maintained and if the new option does 
not give the employee rights he did not 
have under the old. The IRS here rules 
upon options to stock in a company sur- 
viving a merger given to employees who 
had held options to stock of a company 
disappearing in the merger. It holds the 
exchanges may be considered a modifica- 
tion even though the old options had 
provided they would terminate upon a 
merger in which the optionor did not 
survive. Rev. Rul. 58-499. 
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NEW DEVELOPMENTS IN 


Taxation of farmers 
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Cash-basis farmer may deliver 
in one year and report in next 


BUMPER crops in 1958 and the short- 
age of storage facilities on some farms 
make a recent ruling of the IRS most 
welcome. If a cash-basis farmer wishes to 
deliver his grain to the elevator and 
sell it without having to report the pro- 
ceeds until the following year, he may 
bona fide 
arm’s length contract calling for pay- 
ment in the taxable year following that 
in which the [grain] was delivered to the 
purchaser.” (Rev. Rul. 58-162.) Delivery 
of the grain with a “request” for pay- 
ment in the following year will not 
sufice. Hineman v. Broderick, 99 F. 
Supp. 582 (DC Kans., 1951). A bona fide 
oral contract calling for payment in the 
following year will suffice. J. D. Amend, 
13 TC 178 (1949). See also instructions 
of the court in McIntyre v. U. S., DC 
N. Dak., 1958). However, to avoid pos- 
sibilities of litigation, there should be a 
readily provable written contract. Also, 
the elevator should make out a 
check at the time of delivery which falls 
serially with checks dated prior to the 
end of the year, but should preferably 
make out the check after the close of the 
year. It should be noted that Rev. Rul. 
58-162 covers a situation in which the 
contract price agreed to was the market 
price as of the day the contract was 
signed and in each case the contract read 
in part as follows: “In consideration of 
the above agreement of the owner to 
sell this grain, it is agreed between the 
owner and the purchaser that the owner 
is to receive payment for this grain on 
19...” Thus the seller had 
no right to demand earlier payment. * 


do so provided there is “a 


not 
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Cash rental can be self- 
employment income 


UNTIL RECENTLY it was generally be- 
lieved that cash rent would not qualify 
as self-employment income. However, 
the position of the Social Security Ad- 
ministration (no formal published rul- 
ing) now is that, if cash rent is inci- 
dental to a crop-share lease arrangement 
involving “material participation” by 


the landlord, and if it is paid by the 
same person with whom the crop-share 
lease arrangement is made, it will qualify 
as self-employment income. Many crop- 
share leases provide for cash rent with 
respect to pasturage and use of build- 
ings, so this new position will be im- 
portant to many taxpayers. Returns for 
1956 and 1957 may have to be amended 
to take such cash rent into account in 
order to increase the self-employment 
base. Although increasing the self-em- 
ployment income will increase the self- 
employment tax, many farmers, particu- 
larly those thinking of retiring soon, re- 
gard the additional tax as well worth 
while if it will result in a higher Social 
Security pension later on. ® 


Crop-rental as 
retirement income 


STATUS OF crop rent, if there was “ma- 
terial participation” by the landlord, as 
retirement income for purposes of com- 
puting the retirement income credit has 
finally been clarified by Rev. Rul. 58- 
257. The IRS holds that the exception 
(in the case of crop- and livestock-share 
rental involving “material participa- 
tion’) provided in Section 1402(a)(1) of 
the Code not result in such 
come’s losing its identity as rental in- 
come and being, therefore, part of the 
base on which the credit is computed. 
However, not all of such rental in- 
come will qualify as retirement income. 
Section 911(b) of the Code provides that 
up to 30% of the net profits of a business 
in which both personal services and 
capital 
shall considered “earned income.” 
The IRS holds that this 30% rule must 
be taken into account in view of the 
“material participation” factor. Stated 
in another way, if there is “material 
participation,” 70% of the net crop 
rents (and possibly more, depending on 
the degree of personal services involved 
in the “material participation”) will 
qualify as “retirement income.” The 
twilight zone between 70% and 99% has 
not been clarified. Your editor suggests 
the following approach: (1) If the land- 
lord works at least 100 hours, only 70% 


does in- 


are income-producing factors 


be 
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of net crops will qualify as retirement 
income. (2) If the “decision-making test” 
is met for ‘material participation” pur- 
poses, only 70% will qualify. (3) If the 
landlord meets three of the four points 
in the “four-point test,” 100% of the 
net crop rents will be reduced by 10% 
if the “periodical advice and consulta- 
tion” point is met; and by 10% if the 
“periodical inspection” point is met. 
Note that crop shares must be reduced 
to cash or its equivalent before they are 
recognized for income tax, self-employ- 
ment income or retirement income. %* 


What is reasonable expectation 
of profit in hobby farming? 


TAXPAYERS WHO SEEK to Offset losses from 
farming operations against income from 
another business have two hurdles to 
get over: 1) They must be able to prove 
that they intended to make a profit from 
the farming operations and (2) they 
must be able to show that there was a 
reasonable expectation of success. Inten- 
tion to make a profit can be proved by 
showing the marketing of large quan- 
tities of produce, changing from one un- 
profitable farming operation to another 
having better prospects of success, adapt- 
ability of the land to farming rather 
than to pleasure, retention of a compe- 
tent use of businesslike 
methods and the keeping of businesslike 
books. Proof of reasonable expectation 
of success can be more difficult. In 
Zeagler (TCM 1958-93), a Florida physi- 
cian incurred 


manager, 


continuous losses on a 
Florida ranch from 1937 through 1955 
ranging from $1,617.80 to $36,180.79, on 
a Georgia farm from 1938 through 1955 
ranging $532.08 to $29,177.98. 
From 1946 on, with the exception of a 
$6,654.65 loss in 1954 on the Georgia 
farm, losses generally were well in excess 
of $10,000 per year on each farm. The 
Tax Court recognized that a long series 
of losses was a material factor for con- 
sideration, but pointed out that such was 
not controlling if other evidence shows a 
true intention of making a profit. It 
seemed impressed by the fact that the 
farms in question were not country 
estates used by the taxpayer as resi- 
dences, not showplaces, not used to any 
material extent for entertaining or rec- 
reation and were not equipped for such 
purposes. The court said that all of the 
facts shown of record substantiated the 
taxpayer's “repeated and _ categorical 
testimony that he intended to obtain a 
profit from the operation of these farms, 


from 


' 


> 
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and that he had a reasonable expecta- 
tion of making a profit after a develop- 
ment period of 10 to 15 years, even 
though temporarily disappointed by 
reason of the depression in the cattle 
business beginning in 1951.” (Emphasis 
supplied.) w 


Fur farmers may qualify 
pelts for capital gain 


PECULIAR CONDITIONS in the fur farming 
industry seem likely to permit the sale 
of pelts from breeding animals held for 
12 months or more to qualify for capital- 
gain treatment. The IRS has ruled that, 
when animals are periodically taken 
from the breeding herd and killed for 
their pelts, the character of the animals 
has been changed from a Section 1231 
asset to property in the 
ordinary course of business. (Rev. Rul. 
57-548). In Cook (DC Minn., August 22, 
1958) the Government so argued, citing 
the case of Kahua Ranch, Ltd. (DC 
Hawaii, 1956) in support of its position. 
However, the court decided in favor of 
the taxpayer, finding that, in order for 
culls to be put in a marketable condi- 
tion, they nfust-bé killéd arid’ pelted: This 
represents a departure from the Hoffman 
case (10 TCM 451), which had led tax 
counsel to feel that the court recognized 
a difference 


held for sale 


in substance between live 
animals and dead ones (pelts), which 
could destroy the capital-gain benefit if 
breeding animals were pelted out before 
their sale. In Hoffman the Tax Court had 
disallowed an alleged loss from a Wis- 
consin mink farm operation because of 
errors in the inventory. In the opening 
inventory for the year in question, the 
taxpayer had valued his mink at cost. In 
the closing inventory, however, he valued 
his mink at “pelt values” based on cur- 
rent market prices. The court first ap- 
propriately pointed out that it was error 
to use a cost basis for opening inventory 
and a market basis for closing inventory. 
It then “Furthermore, 
obviously erroneous to value the cost of 


added: it was 
live mink in opening inventory and the 
market value of pelts in closing inven- 
tory.”” (Emphasis supplied.) 

In 1956 the problem was directly in- 
volved in the case of Kahua Ranch, Ltd. 
Culled breeding cattle were disposed of 
At Kohala, Hawaii, the 
culls were kept in a separate ready pad- 
the 
maintained by the taxpayer and were 
fattened in preparation for sale. Butchers 


in two ways. 


dock adjacent to slaughterhouse 


at Kohala would call the taxpayer on the 


January 1959 


telephone and order a specified number 
of head of cattle. The taxpayer would 
take the number of head ordered from 
the culls in the ready paddock, kill and 
clean them and deliver the carcasses to 
the butchers, retaining the hides as 
compensation for the slaughtering serv- 
ices. Price was computed on the basis 
of dressed weight of the carcass. At 
Oahu, Hawaii, the culls were shipped 
to the taxpayer’s ranch there, slaugh- 
tered in the taxpayer’s slaughterhouse 
there, stored in its icehouse in the same 
manner as the steers, and the carcasses 
were sold on demand to the retail out- 
lets in Honolulu. The court held that, 
under the circumstances set forth above, 
sales at Kohala qualified for long-term 
capital-gain treatment, but sales at Oahu 
were ordinary income. The distinction 
would seem to be that at Kohala the 





Bagging not ordinary treatment process. 
Taxpayer mined and refined gilsonite at 
Bonanza, Utah, and transported it to 
the nearest railroad some hundred miles 
away, where it was bagged and loaded 
for shipment. The Tax Court held that 
the bagging of the gilsonite was an 
ordinary treatment process, but that the 
transportation of it to the railroad was 
not. Thus, proceeds from bagging were 
includible in gross income from mining 
for percentage depletion purposes. That 
court also held that the losses from op- 
erating the company town at Bonanza 
were direct mining costs and a deduc- 
tion for net income from mining. (Per- 
centage depletion is limited to 50% of 
the net income from mining.) This court 
affirms as to the company town loss and 
the transportation costs; it reverses as to 
the bags, bagging and the loading of the 
bagged gilsonite, on the authority of its 
previous decision in Utco Products, Inc., 
CA-10, 6/10/58. American Gilsonite Co., 
CA-10, 9/25/58. 


Heat treatment and pulverization of 
limestone held “ordinary treatment 
processes” [Non-acquiescence]. In 1950 
and 1951, taxpayer was engaged in the 
quarrying and processing of limestone. 
The Tax Court agreed with taxpayer 
that the processes of original quarrying, 
crushing, heat treatment to remove 
moisture, and pulverization, which tax- 
payer applied to arrive at its product, 
“ordinary treatment processes” 
normally applied to obtain such commer- 


were 


New decisions affecting special industries 


culls themselves were sold, whereas at 
Oahu the sales were of carcasses. 

In the Cook case, the Minnesota Fed- 
eral district court distinguished the 
Kahua Ranch case, “since the existence 
of independent slaughterhouses in the 
meat industry provides a market for live 
slaughter animals which does not exist 
in the mink industry.” It pointed out 
that Section 117(j) [Section 1231 of the 
1954 Code] was a relief measure, that the 
1951 amendment which specifically in- 
cluded “livestock . . . held by the tax- 
payer for draft, breeding, or dairy pur- 
poses” in the definition of “property 
used in the trade or business” was en- 
acted to remove uncertainties growing 
out of adverse rulings by the Govern- 
ment, and that legislative history shows 
that the term “livestock” is to be given 
a broad and not a narrow construction. 


cially marketable product. Hence de- 
pletion is computed on its gross income 
less only the cost of bags. Jowa Lime- 
stone Co. 28 TC 881, IRB 
1958-37. 


non-acq. 


Bank not liable for taxes; assets needed 
to pay depositors. A special provision of 
the Code is designed to prevent the 
Federal Government from competing 
with depositors of an insolvent bank. 
The bank is exempted from paying taxes 
on earnings if the payment of such taxes 
would diminish assets available to pay 
off depositors’ claims. Taxpayer’s deposi- 
tors waived 40% of their claims in ex- 
change for a lien on future earnings. 
Until the remaining 60% is paid out, 
this exemption provision applies. Bank 
of Leipsic, DC Ohio, 11/4/58. 


Transfer of mineral leases was a sale 
despite retained royalty. Taxpayer trans- 
ferred two mineral leases held for more 
than six months in return for $100,000 
on date of assignment and $50,000 in 
each of the two succeeding years, plus 
the sum of 10¢ per ton of ore to be 
shipped from the premises. The trans- 
feree was under no obligation to ship 
any ore whatsoever. The Tax Court con- 
cluded that the transfers of the leases 
were absolute sales, and that both the 
down: payment and the 10¢ royalty were 
long-term capital gains. The mere re- 
tention of a royalty does not prevent 
capital-gain treatment. Remer, CA-8, 11/ 
5/58. 
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CUMULATIVE INDEX TO CURRENT TAX LITERATURE 


This cumulative index of all significant current practical tax material 


i published monthly. It covers books, periodicals and pamphlets pub- 


ished during the past four to six months (including The Journal of 


Taxation). It includes a subject index; index to cases, Rulings and 


Code sections; author index, and will in January and july include a 


ist of names and addresses of all publishers whose material is in- 


Gexed. References which are removed after six months will ultimately 


be published in pamphlet form, cumulating for several years. 


ENERAL—BOOKS 

res JM & Seago E, Partners and 
Partnerships, The Michie Co. (Char- 
lottesville, 1956) 1712pp. (1958 Sup- 
plement also) $30.00 

Bickford, Suecessful Tax Practice, Pren- 
tice-Hall, (Englewood Cliffs, 1952) 
484pp. 3rd ed. $5.65 

Casey W J, How to Handle Taxes in a 
Law Practice, Institute for Business 
Planning, Inc., (New York, 1957) 
228pp. (loose leaf). Each chapter 
considers a typical transaction in 
general law practice, discusses the 
tax problems involved; with check 
lists and citations to law and case. 

Cochran H P, Scientific Employee Bene- 
fit Planning, Little, Brown & Co., 
(Boston, 1954) 8354p with 1954 sup- 
plement—$10.00. Readable, largely in 
terms of practical problems facing a 
medium sized family owned business. 

wige- E N, Federal Tazxation (4th 
ed. with 57 supp.) Foundation Press, 
Inc., (Brooklyn) $9.50 

Gutkin S A & Beck D, Tax Avoidance 
vs. Tax Evasion, The Ronald Press 
Co. (New York, 1958), 220pp, $10 
($8.50 on subscription) (Tax Prac- 
titioners Library). Features charts of 
avoidance techniques litigated and 
findings. 

olzman, R S, Arms Length Trans- 
actions. The Ronald Press Co., (New 
York, 1958) 169pp. $10.00. (Tax 
Practitioners Library). Features 
charts setting forth taxpayer's argu- 
ments in each case opposite the find- 
ing. 


Holzman R S, Sound Business Purpose, 
The Ronald Press Co. (New York, 
1958), $10.00. (Tax Practitioners Li- 


brary). Features charts setting forth 
taxpayer’s arguments in each case 
opposite the finding. 

Lasser, Encyclopedia of Tax Procedures, 
Prentice-Hall, (Englewood Cliffs) 
1956, 1632pp 

Basser Institute, JK, Standard Hand- 
book of Business Tax Techniques, Mc- 
Graw-Hill Book Co., (New York, 
1957) 568pp. (monthly supplement) 
combined price—$19.50. 

Mahon J J, Ed., Working with the Rev- 
enue Code-1958, American Institute of 
CPAs (New York, 1958), 238pp. Com- 
ments, brought up to date from 
Journal of Accountancy Tax Clinic 
1954-1958. 

Wontgomery’s Federal Taxes, The Ron- 
ald Press Co. (New York, 1958), 
1300pp, $25.00. Clear and concise ex- 
planation by taxpayers of national 
CPA form for business managers and 
investors as well as professional tax 
men 

Husselman R, Alexander’s Federal Tax 

§ Handbook, The Michie Co. (Char- 

| lottesville, 1958) 1261pp. $20.00 

Litman, Seidman’s Legislative History 

of Federal Income and Excess Profits 

)Tax Laws: 1958-1939, Prentice-Hall, 

)} (Englewood Cliffs, 1954) 3010pp. 2 
volumes. $25.00 

a Seidman’s Le@ialative History 

)°f Federal Income Sux Laws: 1938- 

) 1861, Prentice-Hall, TEnglewood Cliffs, 

ee 1166pp. $10.00° 
mma, D J, Assigztment: of Income, 

)The Ronald Press Co. (New York, 

) 1958), 13lpp, $10 ($8.50 on subscrip- 

ption) (Tax Practitioners Library) 
charts of justification of attempted 
assignments and findings 

Girrey § S & Warren W C, Federal In- 
come Tazation, Foundation Press, 
Inc., (Brooklyn, 1955) $10.50 


1958’s Major Income Tax Act—Law 
and Explanation, Commerce Clearing 
House (Chicago, 1958), 128pp, $1.50 

Tax Ideas Manual, Prentice-Hall, (En- 
glewood Cliffs) 1958, 1280pp 

Tax Planning under the New Regula- 
tions, The Journal of Taxation, (New 
York, 1957) 194pp, $4.95. 14 papers 
from the 8rd Annual Institute on 
Taxation conducted by the Texas So- 
ciety of CPAs with the cooperation 
of the Univ. of Houston. 


ACCOUNTING—BOOKS 


Boughner, How to Save Taxes Through 
Proper Accounting, Prentice-Hall, 
(Englewood Cliffs, 1954) 310pp $5.65 

Greenfield H & Griesinger F K, Sale- 
Leasebacks and Leasing in Real Estate 
and Equipment Transactions, Me- 
Graw-Hill (New York, 1958), 107pp, 
$15.00. Business, tax, legal and ac- 
counting factors analyzed 

Herzberg, Saving Taxes Through Capi- 
tal Gains, Prentice-Hall, (Englewood 
Cliffs, 1957) 430pp $12.50 

Stanley, New Rapid Tax Depreciation: 
How to Use It Profitably, Prentice- 
Hall (Englewood Cliffs) 


ACCOUNTING—ARTICLES 


Criticism of ICC rule permitting RR 
expensing of income tax paid after 
using accelerated depreciation, despite 
straight-line on books & reports, Cerf 
A R 106JAccount62, Oct58, 8pp 

Arguments for financial statements 
showing income tax due with no 
long-term allocations of “savings.” 
SEC, AICPA positions analyzed, Johns 
RS 106JAccount41 No.3, Sep58, 10pp 


IRS pressing claim of right but analysis 
shows extensions not firmly grounded 
on Sp. Ct. cases; victory of proper 
accounting foreseen, Heffern J H 
9JTAX202, Oct58, 2pp 


Cases support allowance of offsetting ex- 
penses when claim of right income is 
taxed, Freeman HA, 9JTAX132, Sep 
58, 3pp 

change of method 


Alternatives facing wrong-basis tax- 
payer under 1958 law, Shannon G F 
9JTAX272, Nov58, 2pp 

time of accrual 

IRS says incorporation of service busi- 
ness, sale of stock makes proceeds tax- 
able as fees (TC Docket), 9JTAX151, 
Sep58, lpp 


AUTHORS 

Spreading; capital asset; taxes of heirs; 
other problems, 9JTAX140, Sep58, 
3pp 


CAPITAL GAINS AND LOSSES 


Evaluation of Lake decisions as throw- 
ing light on definition of capital 
gains, Smith A P, 10JTAX25 Jan59, 
2pp 

Difficulties foreseen in application of Sp. 
Ct. Lake opinion to complete disposi- 
tions, 72HarvLR109, Nov58, 7pp 

Tax can exceed 25%, 9JTAX144, Sep58, 
lpp 


COLLECTION OF TAXES 
liens 


Recent Sp. Ct. cases upholding tax liens 
criticized, Cross J H 29MissLJ444, 
OCT58, 14pp 

Brief, clear summary for corporate tax 
executive emphasizing position of cor- 
poration as ex-employer, creditor or 
customer of the delinquent, Plumb 
W T 11TaxExec82, Oct.58, 13pp 


Advantages of, procedures for adminis- 
trative discharge of liens, outlined by 
Wisc. U. S. District Attorney, Minor 
E G 31WisBB51, Oct58, 1p 

Federal tax liens have priority over 
purchaser from or creditors of debtor; 
insolvency and bankruptcy problems; 
recent cases analyzed, Wentworth D S 
¢ Brandt W M 389ChiBR453, Sep58, 

pp 

National Ass’n Credit men urges limita- 
tion of tax priorities in bankruptcy. 
Text of House judiciary committee re- 
port in favor HR 12802, 60Credit&Fin 
Man39, No.10, Oct58, 


COMPENSATION 


Comments on various fringe benefits 
allowable, Weisbard G L, 10JTAX54, 
Jan59, 4pp 

Non-qualified deferred plans with par- 
ticular reference to life insurance 
funding, examples; tax aspects men- 
tioned, Lynch W B 12CLUJ305, Fall 
58, 2lpp 


What is “an employment” for spread- 
able compensation? Critical analysis 
of regulation, Taylor R C 36Taxes701, 
Oct58, 8pp 

Brief comment on some ten currently 
popular fringe benefits, Blake M F, 
TulTaxInst457, 1958, 25pp. Reprinted 
106J Account33 No.3, Sep58, 8pp 


CORPORATIONS—BOOKS 

Holland, Daniel M, The Income-Tazx 
Burden on Stockholders, Princeton 
University Press (Princeton, 1958), 
241pp, $5.00. 

Surrey S S, Income Taz Problems of 
Corporations and Shareholders, The 
American Law Institute ( Philadelphia, 
1958) 74pp. This annual report of 
the American Law Institute tax pro- 
ject sets out the current tentative 
news of the ALI tax staff on changes 
that are needed in taxation of corpo- 
rate distributions, terminations, re- 
organizations, loss-carryovers, multi- 
ple corporations, - attribution. . rules, 
debt financing. 


Holzman R S, Corporate Reorganiza- 


tions, The Ronald Press Co., (New 
York, . 1955-revision 1956)  487pp. 
$15.00 


Holzman R S, The Tax on Accumulated 
Earnings, The Ronald Press Co. (New 
York, 1957) 136pp, $10.00. (Tax 
Practitioners Library). Analysis of 
practically every case on this issue. 

Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 
26lpp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 

Molloy R T, Federal Income Tazation of 
Corporations, Committee on Continu- 
ing Legal Education, (Philadelphia, 
1957 

Sarner L & Howell C M, Organizational 
Problems of Small Businesses, Com- 
mittee on Continuing Legal Education, 
(Philadelphia, 1956) 204pp, $3.00 

How to Organize the Close Corporation 
to Minimize Taxes, The Journal of 
Taxation, (New York, 1957), 96pp, 
$2.00. Practitioner’s Guide No. 4. 


CORPORATIONS—ARTICLES 
Ss ry of probl involving related 
taxpayers; analysis of cases, Meldman 
L L, 9JTAX158, Sep58, 4pp 
_ | +} 9: tox 
Tax Court attitude as shown in Pelton 
» On accumulated earnings 
threatens stock redemption plans, 
Frost F D 9JTAX324, Dec58, 6pp 
close 
Review of tax problems facing typical 
close corporation as it grows, Teschner 
R 10JTAX13, Jan59, 4pp 


Summary of 1958 law, changes affect- 
ing small business, Hart H H, 9JTAX 
218, Oct58, lpp 

collapsible 

Recent cases critically and extensively 
analyzed, Donaldson J B, 36Taxes777, 
Nov58, 10pp 

Regulations analyzed, criticized as un- 
warranted, Wilkins T M TulTaxInst 
511, 1958, 29pp 

Court Holding problem can arise on 
liquidation of collapsible corporation 
though asset was held for 3 years, 
9JTAX270, Nov58, Ip 








electing to tax income to owners 

Analysis, with examples, of applicati 
of Subchapter S; pitfalls indicated, 
Roberts S I and Alpert H H, 10JTAX 
2 Jan59, llpp 

Few personal holding companies will 
qualify, 10JTAX19, Jan59, 2pp 

How to avoid hidden tax trap in divi- 
dends under Subchapter S election, 
9JTAX360, Dec58, 2pp 

Thin incorporation and subchapter S 
election as a solution, Manly R W 
9JTAX322, Dec58, 3pp 

Fringe benefits important in deciding 
whether to elect, 9JTAX376, Dec58, Ip 

Explanation of law, Robinson G J 
9JTAX264, Nov58, Ip 

Brief comments pointing out some tax 
opportunities and hazards, 9JTAX263, 
Nov58, Ip 

Outline of new law, 9JTAX194, Oct58, 
lp 

formation 


hl. 





hh ry 





Pr in structure; practi- 
eal, thoughtful, comprehensive; cita- 
tions te cases and articles, Hellerstein 
J R TulTaxInst416, 1958, 32pp 

liquidations 

IRS taxing goodwill distributed in wind- 
up of service firms; other goodwill 
problems of insurance agency, Tye 
C W, 36Taxes805, Nov58, 2pp 

reorganization 

Explanation of Mills Committee ad- 
visory group proposal on Subchapter 
C, Cohen A H, 105JAccount40, No. 5, 
Nov58, 8pp ° 

ABA group finds attribution rules too 
complicated; proposes amendments, 
9JTAX266, Nov58, 2pp 

Analysis of rulings on active business 
rule for spin-offs and partial liquida- 
tions, 9JTAX220, Oct58, lpp 

Mills group proposal to tax contribution 
of 306 stock criticized, Greene R L 9 
JTAX160; Sep58; lpp . 

Conditions under which IRS will rule 
that redemption is not a dividend to 
remaining stockholders; new construc- 
tive dividend case on TC Docket, 
Meldman L L 9JTAX221, Oct58, lp 

thin 

Ratio, intent tests analyzed, cases sum- 
marized, adequate capitalization seen 
as true standard, Greenberg B A & 
Simmons F L 9JTAX268, Nov58, 3pp 

DAMAGE 

Code provisions, legislative history, on 
damages for breach of contract; choice 
of statutory rules; planning settle- 
ments, Patterson R K 36Taxes617, 
Sep58, 5pp 


DEDUCTIONS & EXPENSES—BOOKS 

How To Handle Travel and Entertain- 
ment Expenses to Assure Taz De- 
ductions, The Journal of Taxation, 
(New York, 1958), 64pp, $2.00. Prac- 
titioner’s Guide No. 5. 

Wriggens, J C & Gordon, G B, Repairs 
vs. Capital Expenditures, The Ronald 
Press Co. (New York, 1958), 144pp, 
$10 ($8.50 on subscription) (Tax 
Practitioners’ Library). Features 
charts of fact situations and findings 


DEDUCTIONS G EXPENSES—ARTICLES 

education 

IRS policy on professional pecially 
the self-employed, too severe, cases 
analyzed, Loring H H 9JTAX280, 
Nov58, 3pp 

Explanation of new regulations, 44 
ABAJ1097, Nov58, 2pp 

illegal 

Sp. Ct. decisions disallowing truck- 
weight fines criticized for not making 
wilfullness a factor. Allowance of 
gambler’s expenses approved, 72Harv 
LR109, Nov58, 7pp 

Sp. Ct. tempers public policy rule to 
avoid undue hardship, 9JTAX274. 
Nov58, Ip 

obsolescence 

Wide screens make old movies obsolete, 
(TC Docket), 9JTAX134, Sep58, Ipp 

travel and entertainment 

Lucid summary law; new reporting rules 
and problems they raise, Helstein R S 
28NYCPA800, Nov58, l4pp 

Survey law, new regulations, Winquist 
V N, 12VaAccount9, Fall58, 6pp 











Brief, practical advice on reimburse- 
ment, records; comments on a few 
illustrative cases, Chanen F A 4Prac 
Law53, No4, Oct58, 6pp 


T&E reimbursed expenses, salesmens’, 
professionals’, landlords’. Brief exposi- 
tion of deductible items, Hemmings 


A I TulTaxInst614, 1958, 33pp 


Final expense account regulations 
tighten up on reimbursements, 9JTAX 
283, Nov58, lp 


TRS rules travel allowance to 12%4¢ a 


mile, subsistence to $15 a day need 
not be reported by employee, 9JTAX 
282, Nov58, 2pp 

DEPLETION 


Coal accountant summarizes the treat- 
ment of coal devletion. Thomas L J, 
8NatPA5, No. 11, Nov58, 3pp 

End-use test for clay; IRS policy, cases, 
legislation, summarized 9JTAX300, 
Nov58, lp, Zionts B, 20UPittLR155, 
Fall58, 15pp 


DEPRECIATION—BOOKS 


Brown, E C, Effects of Taxation: De- 
preciation Adiustments for Price 
Changes, Harvard (Cambridge, 1952), 


161lpp 


DEPRECIATION—ARTICLES 

CPA comments on: records required, 
the declining-balance and salvage prob- 
lems, 150% for post-1954 used prop- 
erty; Hertz case, Robertson E 
9IJTAX332, Dec58, 6pp 

Survey of methods, records required, 
Laird F C 36Taxes629, Sep58, 14pp 

Case history of a depreciation contro- 
versy over a tugboat; regulations. cases 


analyzed, Lowrimore C S, Sr., 9JTAX 
180, Sep58, 3pp 
accelerated 


Tax saving opportunity in own-exper- 
fence useful life and no-salvage rule 
for declining-balance, Richter J 
9JTAX338, Dec58, 1p 

1958 small business 

Law explained; 
uses, Lowrimore C 
Oct58, 3pp 

reinvestment 

Explanation of proposal that excess of 
replacement cost over accumulated de- 
preciation be deductible upon retire- 
ment and reinvestment, McAnly H T 
26Control472, Oct58, 5pp 


EARNINGS & PROFITS 
CPA outlines methods of computing, 
working from book surplus. Leading 


cases summarized, Schwanbeck W J, 
10JTAX22, Jan59, 4pp 


Effect of parent’s reimbursement of sub- 


suggestions for hest 
S Sr, 9JTAX206, 


sidiary’s loss, 15W&LLR309, Fall58, 
6pp 

EMPLOYEES 

meals, lodging &G moving expenses 

IRS: states policy pending Peurifoy de- 
cision: generally temporary consid- 
ered less than one year, 9JTAX283, 
Nov58, lp 


ESTATES AND GIFTS—BOOKS 
Bowe, W J, Estate Planning and Tazxa- 


tion, Dennis & Co., Inc. (Buffalo, 
1957) 2 volumes, 590, 614pp, $36.00. 

Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Tazation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Bittker, Federal Income, Estate and 
Gift Taxation, Little, Brown & Co., 


(Boston, 1955) 1280pp. $11.00 


Lasser Tax Institute & Wallace R, 
How to Save Estate and Gift Taxes, 
American Research Council (New 
York, 1955), 310pp 


Lowndes & Kramer, Federal Estate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 


Surrey S S & Warren W C, Federal 
Estate and Gift Taxation, Foundation 
Press, Inc., (Brooklyn, 1956) $10.00 


Federal Estate and Gift Taxes Explained 


—Including Estate Planning. Com- 
merce Clearing House, (Chicago, 
1956) 288pp, $3.00 

The four following titles cover the 


entire field—property transfers, ad- 
ministration problems, as well as 
taxes: 

Casner, A J Estate Planning, Little, 
Brown & Co., (Boston, 1956) (an- 
nual supplement) 1137pp, $15.00 

Loring, A Trustee’s Handbook (revised 
by MA Shattuck) Little, Brown & 


Co., (Boston, 1940) 425pp, $7.50 





Shattuck M A & Farr J F, An Estate 
Planner’s Handbook, second edition, 
Little, Brown & Co., (Boston, 1953), 
610pp, $10.75 

Spinney W R, Estate Plan'ning—Quick 
Reference Outline, 6th Edition, 1958, 
Commerce Clearing House, (Chicago, 
1958) 96pp, $1.50 (paper cover) 


ESTATES—ARTICLES 


History of once-popular tax gimmicks 
reviewed as warning against unsound 
tax motivated planning, Durand H F, 
97Tr&Est922, Oct58, 3pp. Also in 
Proced. Section Real Prop. Probate, 
Trust Law ABA 

Unique situation in which sale of ap- 
preciated property by elderly tax- 
payer during life will save estate tax, 
Low N, 10JTAX42, Jan59, 38pp 

Situations, family and financial, in 
which marital deduction wills are 
inadvisable; simple clause proposed, 
Sammond F, 10JTAX44, Jan59, 2pp 

Problems raised by stock dividends be- 
tween gift in contemplation and date 
of death, Sullivan J C, 63 DickLR68, 
Oct58, 3pp 

Very brief mention of facts influencing 
valuation of closely-held stock for 
estate tax, Weisbard G L, 26CalCPA 
28, Nov58, 4pp 

Criticism of Sp. Ct. separation of insur- 
ance-annuity combined purchases (Fi- 


delity-Phil. case), 72HarvLR109, Nov 
58, Tpp 
Annuities; joint interests; powers; de- 


ductions, Lowndes C L B 97Tr&Est 
787, Sep58, Tpp 

odministration 

Expense deduction election items eli- 


gible; mechanics of choice; who under 
state law gets the tax saving, Lewis 
J B, 97TTr&Est936, Oct58, 3pp, also 
in Proced. Section Real Prop. Probate, 
Trust law ABA 

Federal, N. Y. state & estate accounting 
rules on basis, depreciation, depletion, 
accounting periods, Barnett B 28 
NYCPA732, Oct58, 10pp 

Executor’s income tax problems espe- 
cially with distribution; cause is taxa- 
tion under trust rules, Capps A T 
TulTaxInst40, 1958, 14pp 

Brief but practical comments on part- 
nership items; previously taxed prop- 
erty, etc., Carson W K 28NYCPA629, 
Sep58, 4pp 

Some allocation and other problems, 
Geller M 28NYCPA635, Sep58, 4pp 

Brief statement of income tax effect, 
various items, estate’s income and 
deductions; elections; choice of year, 
Rosbe R L TulTaxInst54, 1958, 10pp 

Tax saving in expense deduction elec- 
tion, income or estate tax, remainder- 
man must share, Cimino M & Doutiit 
A 9JTAX165, Sep58, 3pp 

planning 


Example’s of CPA’s role, AICPA Comm. 


on Estate Planning, 105JAccount55, 
No. 5, 8pp 
Accountants’ opportunities; hints for 
developing client interest in, Rapo- 


port L A 9JTAX294, Nov58, 1p 
EXCESS PROFITS TAX—BOOKS 


Seidman, Seidman’s Legislative History 
of Excess Profits Tax Laws: 1946-1917, 
Prentice-Hall, (Englewood Cliffs) 


EXCISE TAXES 


Summary of refundable state & Federal 
taxes—gasoline for off-the-road use, 
especially airplanes, 36Taxes677, Sep 
58, 8pp 


EXEMPT ORGANIZATIONS—BOOKS 


Doctors’ Offices in Hospital-Financed 
Buildings, Foundation for Manage- 
ment Research, Inc. (Chicago, 1958), 
40pp. Warning that such offices create 
dissension among doctors, antagonize 
possible contributors and endanger 
tax exemptions 


EXEMPT ORGANI ZATIONS—ARTICLES 


Informed comment on IRS position on 
exclusive operations; grantor-fiduciary 
relations; appreciated property; un- 
related income, accumulated earnings, 
etc., Barnes W T 9JTAX348, Dec58, 
6pp 

Comments on 1954 Code changes, regu- 
lations, rulings, including some un- 
published, Elder P 283NYCPA723, Oct 
58, 9pp 

IRS may deny exemption if trade show 
benefits members, not public, 9JTAX 
312, Nov58, 2pp 





Properly drawn charter important in 
qualifying as exempt, adaptation of 
above, Reiling H T 9JTAX168, Sep58, 
2pp 

IRS attacks stockholders bail out by 
sale to charity; churchmen ask law 
bog ol (TC Docket), 9JTAX250, Oct 
58, 

Hospitals, leasing of office space to 

doctors may pose tax problems, 9 
JTAX251, Oct58, 1p 

Clubs seeking public patronage may 
lose exemption. Change in regs, 9 
JTAX169, Sep58, 2pp 

contributions 

Can’t deduct fee for care of lot, Bach- 
rach J C 9JTAX148, Sep58, lpp 

Gifts that can increase spendable in- 
come, Rogers D 9JTAX230, Oct58, 
4pp. 

Lecture for accountants and lawyers in 
fund drive; appreciated and mort- 
gaged property trusts; rights, check 
list with cases and articles, Merritt 
R L 36Taxes646, Sep58, 18pp 


FARMERS—BCOKS 


Halstead H M, Federal Income Taxation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
129pp, $3.00 


FARMERS—ARTICLES 


Crop rentals as self-employment and 
retirement income, 10JTAX59, Jan. 
59, Ip 

Tests for reasonable profit expectation 
from hobby farm, 10JTAX59, Jan59, 


p 

IRS won’t regard inventory of cash basis 
farmer decedent as creating “income 
in respect of decedent” when sold, 
Yrung J N 9JTAX355, Dec58, 2pp 

IRS won’t tax patronage dividends cer- 
tificates; care in tax accounting urged, 
9JTAX357, Dec58, 1p 


FOREIGN—BOOKS 


Barlow and Wender, Foreign Investment 


and Tazxation—Harvard Law School 
International Program in Tazation, 
Prentice-Hall, (Englewood Cliffs, 


1957) 506pp, $7.50 

Gibbons W J, Tax Factors in Basing 
International Business Abroad, Law 
School of Harvard University, (Cam- 
bridge, 1957) 178pp, $5.00. Study of 
U.S. tax advantages in having in- 
termediate foreign holding corp. to 
own stock of foreign operating com- 
panies and of the tax and corpora- 
tion laws and exchange controls of 13 
popular “base” companies. 

International Tax Agreements, Vol. VII, 
Columbia University Press, (New 
York, 1958) 384pp, $2.50, Classified 
chronological listing 

Posner 8S I & Allan H J, Federal Taxes 
and Foreign Investments, Public 
Affairs Press (Washington, 1958) 
14pp, 50c. Easy to read; no citations; 
introductory. 

Rado A R, & Uckmar V, The Tax Con- 
ventions Between the United States 
and Italy, International Bureau of Fis- 
cal Documentation, (Amsterdam, 
1958), 104pp., $2.50. U.S. lawyer ex- 
plains application to U.S. tax law; 
Italian lawyer, application to Italian 
law. 


FOREIGN—ARTICLES 


A working out of the mathematics of 
tax saving to exporters and manufac- 
turers thru tax credits, Western 
Hemisphere rates, tax deferral pos- 
sibilities, avoiding surplus here over 
$100,000. Mathematics of extractive 
and investment company advantages. 
Author concludes tax savings are too 
small to be an incentive, Kaczmarek 
J M Z 47GeoLJ88, Fall58, 18pp 

business 

Corporations electing to tax corporate 
income to owners must watch source 
of income, esp. FOB on _ exports, 
9JTAX362, Dec58, Ip 

Analysis of premises behind Spermacet 
decision, Baker R P, 9JTAX154, Sep58, 
2pp 

Why U. S. movies are made abroad, 

Bernstein I, 9JTAX156, Sep58, lpp. 

corporation 

Exchanges not tax free without fuling; 
cases, background of law; some pri- 


vate rulings discussed; IRS policy 
evaluated, Whitehill C L 36Taxes622, 
Sep58, 7pp 

income 


Foreign income as royalty rather than 
dividend; tax factors in choice, 





Brainerd A W & White V ©, 
JTAX33, Jan59, 5pp 

Net tax reduction by taking fore 
subsidiary income as royalties, 
biguity in computation, Swanson Hi 
36Taxes825, Nov58, 4pp 

Pro & con for U.S. credit for w; 


ow worke 
Henle P, 
13pp 
omparison: 
U.S., Can 
Princeton 
ax differen 























foreign tax, Hollman L D 9ITAXI§§ tion, Sch 
Sep58, 3pp Inst67, 19 
US credit for waived Pakistan eneral pol 
(dropped from treaty) analyzed, Ky entials, S: 
M J 9JTAX150, Sep58, 3pp 3, 1958, 8 





ifferentials 
the invest 
Insti44, 1 
income 
Surrey S | 
25pp 

enefits fr: 
Turner (¢ 
1958, 6pp 
SURANC! 
loosaner S 
Life Ins 
(Chicago, 
arnett, 7 
Prentice-] 


Regs drop negotiating office rule for 
come source, 9JTAX155, Sep58, Ip 

taxes 

Ambiguous computation of new cre 
for tax on royalties; solution turns q 
whether subsidiary profits must be 
duced by royalties, Brainerd A W 
White V C, 36Taxes821, Nov58, 4 

Credit not deferred by contest o 
foreign tax, 9JTAX292, Nov58, Ip 

Parent denied tax credit though it 
liable for subsidiary’s foreign ty 
9JTAX291, Nov58, Ip 


FRAUD—BOOKS 

































































Balter, H G, Tax Fraud: What i 1957) 29¢ 
Practitioner Needs to Know to P » Fede: 
tect His Client, The Journal of Tay oo epee 
tion, (New York, 1957) 96pp, $ Clearing 
Articles originally published in 96pp, $1. 
Journal of Taxation, “Practitio oie 
Guide No. 3.” NSURANC! 

Kostelanetz B & Bender L, Crimi 
Aspects of Tax Fraud Cases, Cos bhg 
mittee on Continuing Legal Educatiog 5¢ 2pp 
(Philadelphia, 1957) $3.00 t a aie 

Mortenson, E R, Federal Taz Fred — and 
Law, Bobbs-Merrill Co., Inc., (lj pensions 
dianapolis, 1958) on proc 

FRAUD—ARTICLES = 

Practical advice to lawyer handling jjability, 
fraud investigations by IRS, Avabkis§ Oot58, 18 
S TulTaxInst349, 1958, 23pp t 

Innocent wife may not be liable fame of ne 
frend on joint return, 9JTAX! a ly 

ep58, lpp a5 . 
net worth af 

Brief comments on items entering i 7 § TulT 
net worth, bank deposit computatic Svimee t 






of income, Smith G A TulTaxInst#i 








1958, 17pp R 28NYC 

hcome & 

GIFTS death or 

Notes on popular tax saving plan 1968 i8p 

family gifts, trusts, ete., Hanigabe Dees 

O 28NYCPA625, Sep58, 4pp RS drops | 

minors in estate 

under in 

Problems, legal and tax, under JTAX302 
custodianship statutes, Tomlinson 


W, 97Tr&Est929, Oct58, Tpp 
Regulations, rulings answer some pm 
lems on gifts thru custodianships 
— Lentz H T 9JTAX344, De 
pp 


INCOME—BOOKS 


Lindsay D A & Burford S F, Items@§lems; sp 

Gross Income, Practicing Law Insig CPA169, 
9F $ 4 

tute (New York 1958) 72pp $2.00. VENTOR 


Oct58, 1) 


TERNAL 


neinnati 
scribes c 














exposition of the law, footnoted 

Code, regulations, cases; covers mutters J 

clusions, and income given special ventory / 

treatment. vard (Ca 
INCOME—ARTICLES VENTOR 


buttal « 
Peloubet 
R B 36T 


VOLUNT 


Taxation of embezzlers. Spilky A H 
Halprin P, 36Taxes798, Nov58, & 

IRS to reconsider policy on custome 
contributions for construction of 
cilities, 9JTAX210, Oct58, Ip 


egulation: 

differenticl paid to 
How taxes should be reduced, Atke 36Tax Cc 
T C, PrincetonTaxInst199, 1958, 1 anes 
xam ples; 





Compensation for a a and the Meyer C 
DINT OW 


w of var 
jointly; i 


ventor, Bierman Princeton 


Inst95, 1958, 22pp 
Differentials from the standpoint off 
corporation, Casey W J, Prine 
TaxInst131, 1958, 13pp eral, Wi: 
Evaluation of Sadlak-Herlong  billli958Wisc 
Davidson J C, PrincetonTaxInst2 
1958, 5pp DSSES 
Tax reduction from retailers’ viewpo back | 
Edelmann C M, PrincetonTaxInsti won’t 
1958, 3pp 1954 Cod 
An appraisal of proposals for tax diff@mall busir 
entials affecting investment, Eisner ™tline lay 
PrincetonTaxInst154, 1958, 18pp §t0 use it 
Double taxation of dividends, Flandg°?TAX1: 
R E, PrincetonTaxInst185, 1958, é@@l, GAS A 
Early tax. reduction unlikely, 
M H, PrincetonTaxInst218, 1958, 
An appraisal of proposals for tax 
ferentials in compensation, Ha 
C L PrincetonTaxInst117, 1958, 




































iller K 
mcome Ti 









look at tax problems, 
1958, 


Ss orkers 


C, 
er PrincetonTaxInst82, 


Henle P, 
foreig® 13pp 
28. AuBomparisons of tax differentials in the 
ion Hi Canada & Britain, Kent H R, 
Ue toaTexinetll, 1958, 23pp 
waiw@ax differentials in executive compensa- 
TAXig§ tion, Schulman R A, PrincetonTax 
5 Inst67, 1958, 15pp 
n taniGeneral policy problems of tax differ- 
ed, Kw™ entials, Sm ‘th D T, PrincetonTaxInst 
3, 1958, Spp 


for itpifferentials from tthe standpoint of 
8, lpp) the investor, Stoc L O, PrincetonTax 
} Instl44, 1958, 10pp 
v crefghe income tax base for individua's, 
burns om Surrey S S, PrincetonTaxInst34, 1958, 
st be ng 2>PP 
A Wenefits from over-all rate reduction, 
58, 4p Turner C L, PrincetonTaxInst225, 
st ove 1958, 6pp 
8, lp INSURANCE—BOOKS 
n it we oosane! S J, Foosaner Tax Usea of 
en tap i feaumanat, Callaghan & Co., 
(Chi cago, 1957) 265pp, $8.50 
farnett, Taxation of Life Insurance, 
Prentice-Hall, (Englewood Cliffs, 
‘hat ti 1957) 296pp, $7.50 
to Pat ow Pode ral Taxes Affect Life In- 
of Taxi suran and Annuities, Commerce 
P, § my cles aring House, Inc., (Chicago, 1958) 
2 96pp, $1.50 
titions 
INSURANCE—ARTICLES 
Crimin@. ic of nearly-matured policy; cases an- 
eB, Con alyzed, Wiley R A, 36Taxes803, Nov 
ducatiog 58, 


2pp 
areful review of year’s legislation, rul- 
Frog ings and cases; insurance companies, 
ic., (I) nensions for self-employed, estate tax 
on proceeds, accident-health, stock 
pes rehase agreements, related accumu- 
ated earnings problems, transferee 
handling silite: Worthy K M 36Taxes737, 

Avaki= Oct58, 18pp 


nearly matured policy; courts 
capital gain, recent cases 
9JTAX370, Dec58, 1p 

Bo tisiana law affecting tax planning for 
family, business life insurance, Cahn 


iat le of 
re differ on 


S analyzed, 


ring in. S TulTaxInst19, 1958 20pp 

pute surance in estate planning, Eolis M 1 

~ BR 22NYCPA633, Sep58, 3pp 
fhcome & estate tax on proceeds at 
death or before; gift tax; easy to read 
B survey; Hatfield \R ‘oF .. TulTaxInst1, 

plans jo50 i8pp 
anigaber 
’ S , Ae proposal to iriélude insurance 


in estate tax value of stock redeemed 
under insured buy-sell agreement, 9 
der 0) JTAX302, Nov58, lp 
linson a estate tax regulations exclude 
death benefit under qualified plan 
yme pMEthough from insurance, 9JTAX248, 
ships @§ Oct58, 1p 
4, i f 
TERNAL REVENUE SERVICE 
Gncinnati 


regional commissioner de- 
scribes current administration prob- 
Items lems; speech, Vaughn E H, 17QOhio 
aw Inte CPA169, Aug58, 4pp 
$2.00. 4 
enotaage VENTORY—BOOKS 
overs @utters J K, Effects of Tazation: In- 
pecial @ ventory Accounting and Policies, Har- 
vard (Cambridge, 1949), 330pp 
INVENTORY—ARTICLES 
y A Hl buttal of Barron’s LIFO article, 


vb58, mae oenbet M E, McAnly H T & Barker 
E 


Taxes663, Sep58, 6pp 
ast 
on of VOLUNTARY CONVERSION 
Pp fegulations err in treating proceeds 
paid to mortgagee as received by 
Atha OWner. Cases analyzed, Braunfeld F L 
1958, 16 36Taxes 697, Oct58, 4pp 















amples; exposition of law, Rev Ruls, 
Meyer C TulTaxInst301, 1958, 30pp 


INT OWNERSHIP 


w of various kinds of property owned 
jointly; includes brief summary Fed- 
eral, Wisc tax aspects, Effland R W, 
1958WiscLR507, July58, 34pp 


SSES 


tryback and carryover 
S won’t apply Libson Shops under 
1954 Code, 9JTAX219, Oct58, 1p 


nd the 
ncetonti 


int of f 
Prince 


suggestions for planning 
it; ‘warnings of danger points, 
9JTAX194, Oct58, 3pp 

L, GAS AND MINERALS—BOOKS 
eeding & Burton, Taxation of Oil and 
as Income, Prentice-Hall, (Engle- 
or taxi wood Cliffs). 

n, Harmiller K G, Oil and Gas Federal In- 
1958, 4pp come Taxation, Commerce Clearing 


aly, 
, 1958, 


House, Inc., (Chicago, 1957) 352 pp, 
$10.50. Author is an attorney and a 
practicing CPA, a partner in Arthur 
Young & Co. 


OIL, GAS AND MINERALS—ARTICLES 


Analysis litigation culminating in Lake; 
implications of Lake, application to 
oil financing problems; clear, thorough, 
practical, Benjamin E B & Currier 
T S, 11TaxExec43, 39pp 

Proposed regulation denying deductions 
to carried interest criticized, Polson 
R, 3STexLR272, Spr58, 3pp 

Analysis of conflicting decisions on right 
of coal stripper to depletion, Redman 
L, 44ABAJ989, Oct58, 3pp 

Mineral lease brokers; tax problems, 
especially “‘pool of capital’ concept, 
importance of records, capital gains 
possibilities, Hughes A E TulTaxInst 
244, 1958, 20pp 

Capital gains in minerals; sale, lease, 
assignment income; cases analyzed; 
citations to literature, Jewett R K 
TulTaxIns*264, 1958, 37pp 

Survey tax problems of investor; various 
interests explained; cases, IRS posi- 
tion critically analyzed; comprehen- 
sive, clear, Stroud E B TulTaxInst192, 
1958, 54pp 

Tax planning in oil and gas sharing 
arrangements: all types analyzed, 
Fielder P C 9JTAX172, Sept58 4pp 


PARTNERSHIPS—BOOKS 


Aronsohn, A J B, Partnerships, Practi- 
cal Law Institute, (New York, 1957) 
106pp 

Little P., Federal Income Taxation of 
Partnerships, Little 


Brown & 0., 
(Boston, 1952) 469pp, (with 1957 
bound supplement), $25.00. Unfor- 


tunate that this fine text was not 
revised to include the 1954 Code. The 
separate volume makes correlation of 
old and new cumbersome. 

ee a D, Dohan D H D & Phillips 

A, Federal Income Tazation of 
aE and Partnerships, Committee 
on the Continuing of Legal Education, 
(Philadelphia, 1957) 

Shockey H & Sweeney H W, Taz Effects 
of Operating as a Corporation or 
Partnership, Prentice-Hall, Inc., 
(Englewood Cliffs, 1957) 585pp, $8.50 

Taubman J, The Joint Venture & Tax 
Classification, Federal Legal Publica- 
tions, Inc., (New York, 1957) 493pp, 
$15.00 

Willis, Handbook of Partnership Taxa- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 


PARTNERS & PARTNERSHIPS— 
ARTICLES 


NY decision indicates professional part- 
nership has goodwill, must extend to 
excluded partner, 10JTAX52, Janb59, 
2pp 

Advantages to corporations in using an 
unincorporated joint venture to carry 
out new projects, Brady G J 9JTAX 
258, Nov58, 3pp 

Purchase of partnership interest vs 
assets; TC Docket, 9JTAX314, Nov58, 
Ip . 

Real Estate syndicates as partnerships 
(TC Docket), 9JTAX182, Sep58, 2pp 

liability 


Hazards, and ways to avoid them, in 
contributed property, sale of interest, 
other dealings involving liabilities, 
Weiss R L 9JTAX226, Oct58, 4pp 

PATENTS 


Cases, legislation, history, present status 
of capital gains on patent transfers, 
Mortenson E R, 36Taxes787, Nov58, 
llpp 


PENSION AND PROFIT-SHARING 
PLANS—BOOKS 


Rice L L, Basic Pension and Profit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 

Pension and Profit-Sharing Plans and 
Clauses, Commence Clearing House, 
(Chicago, 1958) 464pp, $9.00. Clauses 
and complete texts of actual plans. 


PENSION G PROFIT SHARING PLANS— 
ARTICLES 
Brief general comments on basic ques- 


tions in choosing a plan, Corbin D A, 
26Control530, Nov58, 5pp 


Brief comments on Kintner-type asso- 
ciations, insurance commissioners’ new 
— recent Federal legislation; other 

ews of regulations, Platkin I, 28 
NYCPA8I4, Nov58, llpp 


Pension rights should be “portable”’ i.e. 
not lost by job transfer, not technical, 
Steinhaus H W, 7Challenge29, No. 2, 
Nov58, 4pp 

Argues that trusteed plans are superior 
to insured plans, Warner P A, 97Tr& 
Est1030, Nov58, 3pp 

Outline of estate tax on pension & 
profit-sharing benefits, Lawthers R J 
12CLUJ360, Fall58, 8pp 

Description of function of actuary in 
developing and administering pension 
plans, 9JTAX372, Dec58, 2pp 

Cogent comments on current trends: in- 
flation protection, union influence on 
investments, Yale R L 97Tr&Est792, 
Sep58, 3pp 

Popularity due to tax benefits to execu- 
tives, especially stockholder-employees: 
examples, Young S M Silverman M 
7CleveMarLR, Sep58, 17pp 

Minority sues to end phantom plan, 
9JTAX149, Sep’58, lpp 


PERSONAL—BOOKS 


Casey W J, Mutual Funds and How to 
Use Them, Institute for Business 
Planning, Inc. (New York, 1958), 
215pp, $12.50, Emphasis on family 
and small-corporation financial and 
tax planning 

Vernon W, Vernon LM, & Keebler S E, 
Federal Income Taxation of Individ- 
uals, Committee on Continuing Legal 
Education, (Philadelphia, 1955) 150 
pp, $2.50 

Everyday Tax Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
144p, $2.95. Practitioner’s Guide No. 
_X 


Tax Angles for Homeowners, Commerce 
Clearing House, (Chicago, 1957) 64pp, 
$1.00 

PERSONAL HOLDING COMPANIES 

Recent cases and rulings, Janin H Tul 
TaxInst482, 1958, 29pp 

PLANNING—BOOKS 

Ervin J W ed., 1958 Major Tax Plan- 


ning, Matthew Render & Co., (AI- 
bany, 1958) $14.50 
PLANNING—ARTICLES 
Summary of tax-saving devices, new 


and old, available to year-end tax 
planner, Freeman H A, 9JTAX358, 
Dec58, 3pp 


POLICY—BOOKS 


Blough, The Federal Taxing Process, 
Prentice-Hall, Englewood Cliffs 

Holland D M, The Income Taz Burden 
on Stockholders,—A study by the Na- 
tional Bureau of Economic Research, 
New York, (Princeton, 1958) 24lpp, 
$5.00. 1940-52 statistics examined to 
compare actual with burden if corpo- 
rate earnings were taxed directly to 
stockholders. Burdens computed at 
various stockholder income levels and 
with varying portions of corporate 
tax passed on through higher prices 

Lent, G E, A Taz Program for Small 
Rusiness, The Amos Tuck School of 


Business Administration, (Hanover, 
1958) 28pp, (bulletin—free) 
POLICY—ARTICLES 


Study of tax return statistics shows no 
clear proof that controllable expenses 
increased with EPT, Lent G E 11Nat 
TaxJ 254, Sep58, llpp 

An exploration in terms of economic 
theory of some of the subtle problems 
of equity and economic growth in 
progressive taxation, Morag A 11Nat 
TaxJ219, Sep58, llpp 

Preparing a very simple averaging 
plan: unlimited voluntary tax de- 
ferral upon deposit of deferred in- 
come at no interest, Esenoff C M & 
Beckett H L 9JTAX204, Oct58, 2pp 


PROCEDURE—BOOKS 

Casey LF, Casey Federal Tax Practice, 
Callaghan & Co., (Chicago, 1955) 
1951pp, (Cumulative Pocket Parts— 
annually) $80.00 

Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edu- 
cation, (Philadelphia, 1957) 205pp, 
$3.00 

Lore, How to Win a Tax Case, Prentice- 
Hall, (Englewood Cliffs) 


Keir L E, The Preparation and Trial of 
Caves in the Tax Court of the United 
States, Committee on the Continuing 
of Legal Education, (Philadelphia, 
1955) 

When You Go to the Tax Courts; Pro- 
cedure and Practice, Commerce Clear- 


ing House, Inc., (Chicago, 1957) 
316pp (paper cover), $4.00 
PROCEDURE—ARTICLES 

Deputy Commissioner speaks briefly 
and in general terms about IRS 


Planning and Research Division cur- 
rent work: procedural problems, elec- 
tronic data processing, Delk O G, 11 
TaxExec36, Oct58, 7pp 

New “right-to-know” law may require 
IRS to produce documents and permit 
agents’ testimony. Law cases on privi- 
lege analyzed, Donaldson J B, 10 
JTAX38, Jan59, 2pp 

ABA group would exclude IRS from 
proposed administrative Procedures 
Code, 9JTAX379, Nov58, Ip 

Special Assistant to chief, Appellate 
Div., NYC region, explains develop- 
ment, current work of division; com- 
ments on withdrawal of claims and 
referral of issues to National office, 
Culligan C R 28NYCPA713, Oct58, 
Tpp 

ABA group finds anarchy in tax liens; 
proposes study and legislation, 9JTAX 
305, Nov58, 2pp 

Deputy IRS Commissioner reviews state- 
Federal information exchange pro- 
gram, 9JTAX304, Nov58, 2pp 

ABA group asks curb on IRS jeopardy 
powers; current law discussed, 9JTAX 
238, Oct58, 1p 


REAL ESTATE—BOOKS 


Anderson P E, Tux Il’lann'ng of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 


REAL ESTATE—ARTICLES 

Severity of courts in denying capital 
gain on subdividing led to 1954 Code 
change. Selected cases (Old Law) 
compared, 15W&LLR303, Fall58, 6pp 


REDEMPTION OF STOCK 
dividend 


Holsey as reversed seen as contrary to 
Zipp; caution in relying on Holsey 
ureed, Peltin S C & Meldman L L 
9JTAX261, Nov58, Ip 


RETURNS 


consolidated 


Consolidated returns; ABA would elim- 
inate inequities in present handling; 
one practitioner's practical advice, 
9JTAX208, Oct58, lpp 

estimates 


Using withholdings to get safe esti- 
mates, 9JTAX377, Dec58, Ip 

Correcting underestimate by increasing 
withholding, 9JTAX143, Sep58, Ipp 


SALES TAX—BOOKS 


Due J F, Sales Taxation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, Bri ritish 
Commonwealth sales taxes descri bed; 
policy and administrative problems 
analyzed. 


SOCIAL SECURITY 


Summary of ~— law changes, 9J TAX 
243, Oct58, 2p 

Similarly, Ress y. S 28NYCPA750, Oct58, 
3pp 


STATE AND LOCAL—BOOKS 


Hanczaryk E W & Thompson J H, The 
Economic Impact of State and Local 
Taxes in West Virginia, West Vir- 
ginia University, (Morgantown, 1958). 
Authors conclude that the state is be- 
low average in ability to pay taxes, 
but does not collect what it could; 
reliance on sales and excise called too 
heavy and property taxes found in- 
equitable. 

Morton W A, Housing Tazation, The 
University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., Massachusetts Taxation 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 
practicing accountant, partner in Ly- 
brand, Ross Bros. & Montgomery. 

STATE AND LOCAL TAXES—ARTICLES 

Conference Co-ordinator (Upper Man- 
hattan, NY) discusses agents’ duties, 
powers, problems; valuation section; 
binding rulings, acquiescence policy, 
Olsen A F, 38NY CPA 783, Nov58, 
12pp 





Economist proposes uniform state tax 
on corporations, Wilkie J A, 36Taxes 
807, Nov58, l4pp 

Personnel in Ohio Tax Commissioner’s 
office, 170hio CPA183, Aug58, 4pp 

Elaborate study of state & local tax 
costs of 25 actual firms at 64 different 
locations in N. Y. metropolitan area. 
Provocative comment on variations; 
trend toward uniformity foreseen, 
Campbell A K 11NatTaxJ195, Sep58, 
24pp 

Defense of Louisiana tax exemptions 
for new industry as beneficial to state, 
Conner E D TulTaxInst448, 1958, 9pp 

Selecting state of incorporation; tax, 
other legal factors; law in all states 
noted, Dederick C G TulTaxInst372, 
1958, 44pp 

Suggestions to assessors about locating 
and valuing leased equipment; second 


installment, Erbach G H 24 Asses- 
sors’ NL103, Sep58, 2pp 

Baltimore ad tax ended, 9JTAX180, 
Sep58, lpp 

excise 

Changes in motor-vehicle taxes (all 


states) from 10/1/55 to 10/1/58, 22 
TAN109, Oct58, 2pp 

gross receipts 

NY City Bureau Chief explains new 
allocation formula, Goodgold L 28 
NYCPA645, Sep58, llpp 

income taxes 


Effect of Subchapter S election on NY 
franchise tax and stockholders’ NY 
income tax, Hanigsberg O, 283NYCPA 
825, 2pp 

Survey of all states: rates, exemptions, 
inclusions and exclusions, etc., Lina- 
men H F & Falls G, 10JTAX48, Jan 
59, 3pp 

Calif. franchise tax board memorandum 
on “What is a unitary business?” 26 
CalCPA15, Nov58, 5pp 


Philadelphia’s 20-year-old flat-rate city 
income tax examined; found produc- 
tive, efficient and equitable in burden 
on non-residents, Phillips J C 11Nat 
TaxJ241, Sep58, 13pp 

NY sick pay exclusion; dependency 
credit for students; some real estate 
problems, Zolis M I R 28NYCPA664, 
Sep58, 3pp 

NY State Commissioner discusses 
methods of enforcement and collec- 
tion, 9JTAX288, Nov58, 2pp 

inheritance 

Tax hazards in having questionable 
residence status (Calif), Panel, 97 
Tr&Est896, Oct58, 3pp, also in Pro- 
ced. Section Real Prop. Probate, Trust 
Law ABA 

Summary Virginia law, Sager W H, 12 
VaAccountl5, Fall58, 5pp 


intergovernmental immunity 


History, present conflicts over states’ at- 
tempts to tax property on Federally 


owned land, 15W&LLR235, Fall58, 
l4pp 
Need for Federal legislation seen, 35 


TexLR432, Feb57, 3pp 
interstate commerce 


Recent case on state taxation of multi- 
state business; state programs of tax 
incentives to attract industry sur- 
veyed, Friou R E TulTaxInst540, 1958, 
16pp 

Property toxes 

Survey of Bethlehem, Pa., property tax 
administration, Johnson D W 11Nat 
TaxJ265, Sep58, 7pp 

{; History of property taxation in Kansas, 
Leonard L A 11NatTaxJ230, Sep5s, 
llpp 

Some practical comments on contesting 
valuations in New York, Lew I 39 
REstN304, Sep58, 2pp 

Random-sample survey of property tax 
in Flint, Michigan and nearby com- 
munities, Zimmer B G 11NatTaxJ280, 
Sep58, 7pp 

Intergovernmental immunity — history, 
recent cases; practical result. Legisla- 
tion urged, Nourse J L 9JTAX286, 
Nov58, 2pp 


sales tax 

Indiana gross receipts tax a hybrid in- 
come-sales tax. Productive, politically 
palatable, not very regressive, Hamil- 
ton H D 11NatTaxJ272, Sep58, 8pp 

Survey new collection methods all states; 
comments on need for industry re- 
porting, uniformity in laws, Miller 
E B 9JTAX364, Dec58, 4pp 

unemployment 

New Missouri reporting system called 

onerous, 9JTAX331, Dec58, Ip 


STOCK AND STOCKHOLDERS 


Restricted stock options explained large- 
ly by reference to legislative history, 
Seeneer E S 386Taxes709, Oct58, 

Opp ; 

Formulas for computing needed market 
rise to offset tax on switching invest- 
ments, Adiman M 36Taxes643, Sept58, 
8pp 

buy-sell agreements 

Summary of tax problems, Kimbrough 
AR, 97Tr&Est925, Oct58, 4pp. Also 


in Proced. Section Real Prop. Pro- 
bate, Trust Law ABA 
Buy-sell agreements, legal, tax prob- 


lems; attribution rules; basic uses of 
insurance; valuation of stock; part- 
nership also covered briefly, Laikin 
G J, 97Tr&Est880, Oct58, 13pp also 
in Proced. Section Real Prop. Probate, 
Trust Law ABA 

Tax hazards es). accumulated earnings 
penalty, dividends to others (written 
before Holsey reversal), 20UPittLR66, 
Fall58, 19pp 

market operations 

Wash, short sales, options, rights, iden- 
tification problems, etc., analytical, 
comprehensive, Dixon A J TulTaxInst 
556, 1958, 60pp 


TAX COURT 

ABA Tax Section votes to urge legisla- 
tion to force Tax Court to follow cir- 
cuits, 9JTAX239, Oct58, Ip 


TAX PRACTICE—BOOKS 

Boughner J L, Tax Planning & Fee 
Setting for Profitable Law Practice, 
The Journal of Taxation, (New York, 
1958) 110pp, $8.00. Looseleaf, in- 
eludes periodic revisions. 


TAX PRACTICE—ARTICLES 


New Circular 230 to require practi- 
tioners to show diligence in determin- 
ing accuracy of material they submit, 
10JTAX53, Jan59, Ip 

Arguments for legal specialization sum- 
marized, 9JTAX295, Nov58, Ip 

Treasurer describes tax and other per- 
sonal financial aid by corporation to 
its employees, 9JTAX299, Nov58, Ip 

ABA committee proposes code limiting 
CPA-lawyer joint practice; text and 
comments, 9JTAX198, Oct58, 4pp; 
also speech by chairman of comm 44 
ABAJ1049, Nov58, 4pp 


ABA UPL Committee urges its men to 
be on all conferences, 9JTAX186, 
Sep58, lpp 

corporate tax department 

Westinghouse VP describes development 
of its tax dept: responsibilities, per- 


sonnel, Huggins E V, 11TaxExec7, 
Oct58, Tpp 
Management consultant discusses the 


kind of corporate tax department that 
merits separation as special function 
and the kind of tax manager needed 
to run it. Some panel comment also 
included, Purves D, 11TaxExec18, Oct 
58, Tpp 


TRUSTS—BOOKS 

Kennedy L W, Federal Income Tazation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Olson R L & Gradishar R L, Saving In- 
come Taxes by Short Term Trusts, 
Prentice-Hall, (Englewood Cliffs. 
1956) 203pp, $7.50. Exposition of 
Code; examples. 

Tweed H & Parsons W, Lifetime and 
Testamentary Estate Planning, Com- 
mittee on Continuing Legal Educa- 
tion, (Philadelphia, 1955) 

TRUSTS—ARTICLES 


10-year trusts when distributing ac- 
cumulated earnings, for oil- properties, 
for support, other examples, White 
S E, 18AAChron287, Oct58, 10pp 

Louisiana Statutes permit trusts; should 
be used, Doyle F C TulTaxInst188, 
1958, 4pp 

Tax, legal, practical aspects of family 
trusts; personal aspects of trusts for 
pensions, deferred compensation, busi- 
ness life insurance; recent cases, legis- 
lation discussed; references to texts 
and recent articles; comprehensive, 
clear, Lentz H T TulTaxInst64, 1958, 
124pp 

multiple 

ABA group criticizes Mills Committee 
advisers’ proposals, 9JTAX308, Nov 
58, 2pp 

support 

Thorough analysis difficulties of defining 
ge a legislation urged, Tomlin- 
son 


W, 97Tr&Est929, Oct58, Tpp 


Also in Proced. Section Real Prop. 
Probate, Trust Law ABA 


UNEMPLOYMENT TAXES 


NY 1958 experience rates classified by 
industries, Ress S S, 28NYCPA832, 
Nov58, 3pp 


NY State publishes bulletin defining 
prevailing wages in testing suitable 
employment, 9JTAX310, Nov58, 2pp 


VALUATION 


Comparison with listed companies seen 
as best method, Orr P E Jr., 97 Tr& 
Est1012, Nov58, 4pp 


CASES DISCUSSED 


Articles discussing extensively a tax 
case are indexed below. The first word 
in each item below is the name of the 
case, the second word the major sub- 
ject heading under which the article 
is.indexed, the third word the minor 
heading, and the fourth word (italicized) 
is the first word of the article contain- 
ing the discussion. 


Abbot Laboratories International Co— 
foreign, tax—parent 

American Water Works—returns, con- 
sol—consolidated 

Arnfeld—insurance—sale; sale of nearly- 
matured 

Auto Club of Mich—account, accrual— 

S; cases 

Bayard—corp, reorg—conditions 

Bixby—est. admin—taz saving 

Blumenthal—trusts—tax 

Boltz—coll, transfer—insurance 

Borg-Warner—s&l, property—intergov- 
ernment 

Brodson—procedure—A BA 

Brooks—ded&exp, ed—JRS 

Brown—account, accrual—cases 

Burnett—farm—IRS won't regard 

Carpenter—farm—/RS 

Cherokee Brick & Tile—depletion—end 

Continental Motors—s&l, intergov—need 

Crane—invol conver—regulations 


Cuba Railroad Co.—foreign, taxes— 
credit 

Detroit Park Shelton—partners & part 
—real 


Elko Realty Co.—returns, consol—con- 
solidated 
Glickman—partners & part—real 
Hawley—exempt org—i 2S attacks 
Hertz—deprec—CPA 
Hoisey—redemption, 
corp, reorg—conditions 
Houston Oil Field Material Co., Inc.— 
returns, consol—consolidated 
Howell—oil, gas and mineral—mineral 


divia°nd — Holsey; 


Jefferson Lake Sulphur—oil, gas and 
mineral—survey 
Kennebec Box & Lumber Co.-—invol 


conver—regulations 

Libson Shops, Inc.—losses, carry—I RS 

Linde—farmers—IRS won't regard 

Long Poultry Farms—farm—/RS 

Macias—fraud—innocent 

Marlor—ded & exp, ed—IJRS 

McGehee—estates—problems 

Millison—oil, gas & mineral—proposed 

Murray Corp of America—s&l, property 
—intergovernmental 

Naylor—oil, gas and mineral—survey 

North Am Oil Consol—account, accrual 
—IRS; cases 

Pelton Steel Casting—corp, acc earn— 
Tax 

Phillips— insurance—sale; sale of near- 
ly matured 

Spermacet Whaling & Shipping—for- 
eign, business— analysis 

Sullivan—ded, ill—Sp. Ct. 

Tank Truck Rentals, Inc—ded & exp, 
illegal—Sp. Ct. 

Teleservice—income—IRS 

Trembley—oil, gas and mineral—survey 

bap Bear Brewing Co.—procedure— 


Zipp—redemption, dividend — Holsey; 
corp, reorg—conditions 


CODE SECTIONS DISCUSSED 


Articles containing extensive discussion 
of Code sections are listed below. The 
number is that of the section of the 
1954 Code, references are as in cases, 
above. 
29—account, change—alternatives 
179—deprec, 1958—law 

302—redeem, dividend—Holsey 
318—corp, reorg—ABA 

346—corp, reorg—analysis 

355—corp, reorg—analysis 

367—foreign, corp—exchanges 





481—account, change—alternatives 

501—exempt, organizations—clubs 

752—partner, liabilities—hazards 

761(a)—oil, gas and mineral—survey 

901—foreign, tax—parent 

902 (d)—foreign, inc—net; Foreign; 
eign, tax cr—ambiguous 

905 (c)—foreign, taxes—credit 

1033 (a) (2)—invol conver—regulati 

1221(1)—real est—severity 

1235—patents—cases 

1244—loss, small bus—outline 

1305—damage—Code 

2039 (c) —insurance—final 

2503 (c) —trusts—tax 

6325—coll, liens—advantages 

7213—proc—new 

8633 (b) (2)—foreign, income—regs 


1939 Code 
115 (g) (1)—redeem, dividend—H. 


REVENUE RULINGS DISCUSS 


Articles containing extensive disc 
of revenue rulings are listed below. 
number is that of the ruling; refe 













M I R—i 
ome—NY 
off C M— 


G—s&l, it 
















are as in cases and Code sections al eld ; Fr 
54-420—exempt, org—IRS pes 
66-227—corp, reorg—analysis tein R S- 
56-266—corp, reorg—analysis mings A } 
66-344—-corp, reorg—analysis le P—ince 
56-451—corp, reorg—analysis man L D 
56-555—corp, reorg—analysis gins E \ 
67-328—corp reorg—Mills Festinghou: 
57-346—oil, gas and mineral—capital Bes A 
58-55—foreign, taxes—credit ineral 
58-190—exempt org, contributi 
can’t in H—per 
58-225—account, accru—IRS ett R K- 
58-4386—farm—ZIRS won’t regard ppital 
58-453—ded, t&he—IRS ms R S— 
IT 3930—oil, gas & mineral—survey fnson D W: 
IT 3948—oil, gas & mineral—survey k J 
IT 4006—oil, gas & mineral—survey HR ; 
TIR-69—farm—IRS is baie 
risons 
bbrough A 
ary 
AUTHORS INDEXED  && m J—fo 
The first word below is the name of pr 
author whose work is indexed here thers R 
the second word is the major head, G Ep 
under which his work is listed ; the thig,, ‘ T— 
word the minor heading, and the I >, ulation 
word (italicized) is the first word@ ood L A 
the item by that author. I—s&l ; 
Adiman M—stock & stock—formula td “e 
AICPA Comm. on Estate Planningt;)> H H- 
estate plan—examples N —ente! 
Alpert H H—corp, elect—analysis nies CLI 
Atkeson T C—income, differentiaiD imore C 
how taxes r, 1958- 
Avakian S—fraud—practical a W :... 
Bachrach J C—exempt org, con ly R W— 
tions—can’t nly—dep 
Baker R P—foreign bus—analysis ome  f 
Barnes W T—exempt org—/nformed rp, reorg 
Barnett B—estate, admin—Federal mitt R I 
Beckett H L—policy—preparing oture 


Benjamin E B—oil, gas & min—anal 
Bernstein . I—foreign, business—why 
Bierman J D—income, differenti 

compensation 





Blake M F—comp—brief anne 

Brady G J—partner—advantages 

Brainerd A W—foreign, tax cr—) 
biguous; foreign, income—foreign 

Brandt W M—coll, liens—Federal 

Braunfeld F L—invol conver—regi) N 
tions - 

Cahn L S—insurance—Louisiana all 

Campbell A K—s&l—elaborate nu 

Capps A T—est, admin—ezecutor’s 

Carson W K—estate, admin—brief Al 

Casey W J—income, differentials—) A 
ferentials A 

Cerf A R—account—criticiem A 

Chanen F A—ded, t&e—brief E 

Cimino M—est, admin—taz saving A 

Cohen A H—corp, reorg—ezplanati® 

Conner E D—s&l—defense A 

Corbin D A—pensions—brief 

Cross J H—collection, liens—recent Bi 

Culligan C R—proc—epecial B 

Currier T S—oil, gas & min—analysit B 

Davidson J C—income, differentia : 
evaluation ! B 

Dederick C G—s&l—selecting B 

Delk O G—proc—deputy c 

Dixon A J—stock, operations—wash Cc 

Donaldson J B—corp, coll—recent; H Cl 
—new 

Douthit A—est, admin—taz saving > 

Doyle F C—trusts—Louisiana C 

Durand H F—estate—history D 

Edelmann C M—income, differential D 
tax reduction D 

Effland R W—joint own—law } 

Eisner R—income, differentials — 
praisal . compensation 

Elder P—exempt org—comments 








ie, jis M I R—insurance—insurance; s&l, 
NY 


icome- —N 
oe 7 C M—policy—preparing 


G—s&l, inc—survey 
pign; hs P C—oil, gas & minerals—taz 


nning 
i xs R E—income, differentials— 
ulations u bic : 
@edman earnings—effect 


@eman H A—account, accrual—cases; 


nning summary 
u R E—sé&l, inter com—recent 


get F D—corp, ace earn—Tazx 
lier M—estate, admin—some 
fim M H—income, differentials— 
regs ‘rly 
* gold L—s&l, gross rece—NY City 


genberg B A—corp, thin—ratio 
Holseygene R L—corp. reorg—Mills 


orin P—income—tazation 
ilton H D—s&l, sales—Indiana 
igsberge O—gifts—notes; s&l, inc— 









§ ; income, differentials—an 

low, pra sal 

eferenast H H—corp, close—summary 

ns aboygeld R F—insurance—income 
ern J H—account, accru—IRS 
erstein J R—corp, form—problems 
stein R S—ded & exp, t&ke—lucid 


@mmings A I—deductions, TRE—T&E 


mie P—income, differentials—how 
man L D foreign, income—pro 
gins E V—prac, corp tax dept— 
- featinghouse 
apital hes A E—oil, gas and mineral— 
mera 
bution 
fin H—personal holding—recent 
wett R K—oil, gas and mineral— 
“d ge pital 
ims R S—account—arguments 
urvey Bnson D W—s&l, property—survey 


arene itzmarek J M Z—foreign—A working 


urvey St H R—income, differentials—com- 
perisons 
Mbrough A R—stock, buy-sell—sum- 
Mary 


‘'D ist M J—foreign inc—U.S. 


stock, buy-sell—buy-sell 
* C—deprec—survey 
ytthers R J—pensions—outline 
policy—study 
T—trusts—taz; Gifts, 
regulations 
word Snard L A—s&l, property—history 
— property—some 


minors 





Meyer C—involuntary conversions—ez- 
amples 

Miller E B—s&l, sales—survey 

Minor E G—coll, liens—advantages 

Morag A—policy—an exploration 

Mortenson E R—patents—cases 


Nourse J L—s&l, 


property—intergov- 
ernmental 


Olsen A F—s&l—conference 
Orr P E—valuation—comparison 


Patterson R K—damage—Code 

Peltin S C—redeem, dividend—Holsey 

Phillips J C—s&l, income — Philadel- 
phia’s 

Platkin I—pensions—brief 

Plumb W T—coll, liens—brief 

Polson R—oil, gas & mineral—proposed 

Purves D—prac, corp tax dept—man- 
agement 


Rapoport L A—est, plan—accountants’ 
Redman L—oil, gas & mineral—analysis 
Reiling H T—exempt org—properly 
Ress S S—unemp!oy—NY 

Richter J H—deprec, accel—tax 
Roberts S I—corp elec—analysis 
Robertson E H—deprec—CPA 
Robinson G J—Corp, elect—ezxplanation 
Rogers D—exempt org, contrib—gifta 
Rosbe R L—est, admin—brief 


Sager W H—s&l, inherit—summary 
Sammond F—e&g—=situations 


Schlesinger E S—stock & stock—re- 
stricted 

Schulman R A—income, differentials— 
tax 


Schwanbeck W J—ear & pro—CPA 

Shannon G F—account, change — al- 
ternatives 

Silverman M—pension—popularity 

Simmons F L—corp, thin—ratio 

Smith A P—capital gain—evaluation 

— D T—income, differentials—gen- 
era 

Smith G A—fraud, net worth—brief 

Spilky A H—income—tazation 

Steinhaus H W—pensions—pension 

Stock L O—income, differentials—dif- 
ferentials . . . investor 

Stroud E B—oil, gas and 
survey 

Sullivan J C—estates—problems 

Surrey S S—income, differentials—the 
income 

Swanson H P—foreign, 


mineral— 


inc.—net 


Taylor R C—comp—what 
Teschner R R—corp, close—review 





White V C—foreign, ine—foreign; for- 
eign, tax cr—ambiguous 

Whitehill C [denen ont corp—exchanges 
iley—insurance—sale 

Wilkie J A—s&l—economist 

Wilkins T M—corp, collap—regulations 

Winquist V N—ded & exp, t&e—survey 
orthy K M—insurance—careful 


Yake R L—pension—cogent 
Young J N—farm—IRS won’t regard 
Young S M—pension—popularity 


ae B G—s&l, property tax—ran- 


lom 
Zionts B—depletion—end; end-use test 


PUBLICATIONS INDEXED 


The first entry below is the abbreviation 
used in the subject index; the second is 
the full name of the publication, and the 
last is the name and address of the 
publisher. 


AAChron—The Arthur Andersen Chron- 
icle—Arthur Andersen & Co., 120 S. 
LaSalle St., Chicago 3, Ill. 

ABAJ—American Bar Association Jour- 
nal—American Bar Association, 1155 
E 60th St, Chi 37, Il. 

Assessors’NL—Assessors’ News Letter 
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entials, Symposium — Tax Institute, 
Inc., 457 Nassau Street, Princeton, 
N. J. 


Law Journal— 
University, 


REstN—Real Estate News—New York 
Taxpayers Assoc., 111 Fourth Ave., 
New York 3, N. ¥ 
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TulTaxInst—Seventh Annual Tulane Tax 
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Inc., Indianapolis, Ind. 
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Review—University of Pittsburgh Law 
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Pittsburgh 13, Pa. 








~ B—estates, admin—expense Th L J—depleti —coal M t—Nati 1A iati f 
mules o : omas L epletion—coa anagemen ational Association o all A ntant 
mules me n " ; -~ cm, akties Tomlinson E W—trusts, support—thor- Credit Men, 299 Fourth Ave, NY 3, be — ge bes of “Certified 
i pond we wares tan ough; gifts, minors—problems __ Public Accountants, Insurance Bldg., 
sis ~Eyndes CLB—est—annuities bis L—income, differentials— DickLR—Dickinson Law Review—Dick- Richmond 16, Va. 
rentiaky rimore C S, Sr—depreciation—case; Tse anee liquid—JRS inson School of Law, Carlisle, Pa. WisBB—Wisconsin Bar Bulletin—Wis- 
@epr, 1958—law Z 2 GeoLJ—Georgetown Law Journal— consin Bar Association, 122 W Wash- 
mrch W B—comp—non-qualified Vaughn E H—IRS—Cincinnati Soptews University Law Center, ington Ave, Madison 3, Wis. 
contritg > Ww ; ; ash, DC WiscLR—Wisconsin Law Review—Law 
ly R W—corp, elect—Thin Warner P A—pensions—argues . isc a A . 
d BY y jt Weisbard G i, -aneiin~cpheninaniies estate HarvLR—Harvard Law Review—Har- School of the University of Wisconsin, 
si8 dman L—corporations—summary; very vard Law Review Association, Gannet Madison, Wisc. 
rmed Bory, reorg—conditions Weiss R L—partner, liabilities—hazards House, Cambridge 38, Mass W&LLR—Washington and Lee Law Re- 
a 6@ritt R L—ex org, contributions— Wentworth D S—coll, liens—Federal JAccount—Journal of Accountancy— view—Washington and Lee Univer- 
e analei tt” White S E—trusts—10-year American Institute of Certified Public sity School of Law, Lexington, Va. 
—why 
rential 
jes 
cr-— 
reign INDEX OF NEW DECISIONS REPORTED IN THIS ISSUE 
ra 
— NEW DECISIONS are listed below by the Island Gas 30 Montana Power 18 Simpson 57 Tunnel 32 
single significant word in the citation, gener- Janss 32 Moreno Est. 47 Smith 21 United Finance 29 
na ally the taxpayer’s last or principal name. The Johnson 20 National Plate 40 Smithey Est. 47 United States 
number is page where summary will be found. Kasch Est. 46 Neeman 20 Snyder 41 Gypsum 50 
utor’s King 27 New Capital Hotel 31 So Relle 40 Vreeland $1 
brief Allis-Chalmers 50 Dichtel Est. 46 Lally 20 O’Connor 18 Speas 17 Want Est. 47 
ials— Altizer Coal Land 27 Duncan 20 Est. of Okemah 29 Spiesman 21 aw Motor 17 
American Bemberg 17 Echols 21 Lamberth 29, 30 Orr Mills 18 Steiner 40 21 
American Gilsonite 60 England 40 Lee Telephone 16 Ott 40 Sunnyhill Gardens 31 Wontord Hall 31 
Est. of Arnett 29 Enos 58 Leh 28 Pacific Cement & Swed Distributing 29 Williamson 31 
wing Atlantic Evening Star 50 Littick Est. 46 Aggregates 29 Thompson- Wise 21 
lanati¢ Acceptance 17 Fabbri Est. 46 Longfellow 28 Palm Beach Hayward 41 Woodall 21 
Atlantic City Farnsworth 30 rain Avenue Liquors 20, 21 Thorsness 20 Wyman 27 
Electric 17 Ferguson 50 Clinic 53 Parnell 29 
ecent Bank of Leipsic 60 Fink 28 Los Angeles Peoples Drug 
Beavers 21 Ford 32 Shipbuilding 31, 32 Stores, Inc. 50 REVENUE RULINGS: The first number is 
inalysit 3erry 21 Gaddy Motor 17, 31 Lyddon & Co. 40 Peurifoy 32 that of the ruling, the second is the page num- 
rential Bingham 41 Gann 58 McNeill 18 Phila. Savings ber where a summary of the ruling will be 
Bowlin 41 General Public R. H. Macy 30 Fund 32 found. 
Boykin 57 Utilities 17 Magnus 17 Pulvermann 37 
Brantman 37 Goldberg 20 Mar-Main 18 Rahr Malting 40 58-453 21 58-525 29 
~wash Calhoun 31 Goodman Est. 46 Marx 27 Ranz 58 58-497 58 58-532 41 
ent; Dm Chatsworth 29 Gracelawn 30 Mayer 27 Remer 60 58-499 58 58-533 21 
, ‘ leveland-Sandusky 29 B. T. Harris 30 Merchants Reynolds Tobacco 57 58-500 30 58-536 28 
ving Est. of Collins 28,32 Herbert 37 Warehouse 31 ~=Rittenberg 18 658-501 53 58-544 58 
Crowell-Collier 41 Hess 57 Meyer Est. 46 Robinson 20 58-502 53 58-545 58 
Cuba Railroad 40 Hickman 28 Meyers 41 Ryan 41 58-503 30 58-546 30 
pA Delta Air 31 Hill 16 Midwest Motor 28 Schaffner 40 58-515 $1 58-547 53 
rentiak) Delaney 51 Hussey 40 Minneapolis & St. Schraedel 51 58-516 18 58-548 37 
DeVille Idaho Power 17 Louis RR 18 Shaw Est. 47 58-518 37 Rev. Pro. 58-15 41 
nd Photography 51 Iowa Limestone 60 Monday 28, 31 Silverman Est. 47 58-523 41 Rev. Pro. 58-17 41 
als —4 
nts 

















ve 





Hie ilost coliplele 


BE VON IC Wares 


Mme 


ae USIACSS cid 







22nd 
EDITION 


1958 


TABLE OF CONTENTS, by chapters 


1. Introduction @ 2. General Pattern of the Federal Income Tax @ 3. 
Returns, Exemptions, and Rates for Individuals © 4. Income—General 
Principles @ 5. Income—Compensation for Personal Services @ 6. Income— 
Dividends and Interest @ 7. Income—Insurance Proceeds and Annuities 
@ 8. Income—Miscellaneous Inclusions and Exclusions @ 9. Inventories 
@ 10. Deductions for Trade and Business Expenses @ 11. Depreciation 
and Depletion @ 12. Sales and Exchanges—Basis @ 13. Sales and Ex- 
changes—Recognition of Gain or Loss @ 14, Sales and Exchanges—Capital 
Gain or Loss @ 15. Installment and Deferred Payment Sales @ 16. Bad 
Debts and Losses @ 17. Interest, Taxes, and Contributions @ 18. Medical 
Expenses; Other Deductions; Standard Deduction @ 19. Accounting 
Methods @ 20. Farm Income and Expenses @ 21. Partnerships—Formation 
@ 22. Partnerships—Operations @ 23. Partnerships—Sales, Exchanges, and 
Distributions @ 24. Trusts @ 25. Decedents and Estates @ 26. Corporations 
—Income, Deductions, Rates, and Returns @ 27. Corporations—Special 
Categories @ 28. Corporations—Formation and Reorganization @ 29. Cor- 
porations—Liquidation @ 30. Returns @ 31. Pay-as-You-Go—Withholding 
@ 32. Pay-as-You-Go—Declarations and Payment of Estimated Tax @ 33. 
Nonresidents and Aliens @ 34. Social Security Taxes @ 35. The Federal 
Gift Tax @ 36. The Federal Estate Tax—Inclusions and Exclusions @ 37. 
The Federal Estate Tax—Valuation, Deductions and Credits, and Returns 
@ 38. Miscellaneous Federal Taxes @ 39. Tax Administration @ 40. Pro- 
cedure in Tax Controversies @ 41. Tax Planning and Control 

Code Finder 


index 


ALEXANDER’S FEDERAL TAX HANDBOOK, edited by 
Robert M. Musselman, is the only complete one-volume ref- 
erence text on all Federal taxes including income, estate, gift, 
social security, withholding, excise and miscellaneous taxes. 

Even the tax expert with an extensive tax library will find 
this one-volume work a handy desk companion for the quick 
answer to the many problems that arise in daily practice. 

As one customer wrote, “We have been advised that the 
current edition of this book is one of the very best available, 
and we would like to add a copy to our library.” 


THE MICHIE COMPANY 

LAW PUBLISHERS, CHARLOTTESVIL 
Please send me ..........:......... copies of the 19. 
of Alexander's Federal Tax Handbook at $20. 


(J Send on approval. | understand that | ma 
the book if | am not fully satisfied. 
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